THE AUSTRALIAN ACCOUNTANT 


EDITOR 
A. A. FITZGERALD, B.Com., F.I.C.A. 


Associate Editor Assistant Editor 
J. A. L. GUNN, F.I.C.A. O. R. MacDONALD, A.I.C.A. 


Legal Editor Students’ Editor 
J. M. GREENWOOD, LL.B., F.I1.C.A. K. C. KEOWN, A.C.A. (Aust.), A.M.T.C. 





Vol. XX JULY, 1950 No. 7 





Contents 


SECRET RESERVES... .. oy? So gg RN fey R. S. TURNER 
VARIATION OF COSTS WITH VOLUME .. .. Water B. McFArRLAND 


BOOK REVIEWS .. 
The Measurement of Profit ee , i ea te a es 
Social Accounts and the Business Enterprise Sector of f the } National Economy 


Accounting (Part 1) wy 
The Law and Procedure at ne in ie alia & N Z. 
REGISTRATION OF ACCOUNTANTS .. 
COMMONWEALTH INSTITUTE OF ACCOUNTANTS— 
Admissions and Advancements 
LEGAL SECTION Wey eee een OE aed ae Edited by J. M. GrreNwoop 
Execution Creditor’s Right to Retain Benefits of Execution After Liquida- 
tion of Company 
Shopkeeper’s Liability to Seis the aici 
Enlarged Jurisdiction of N.S.W. District Courts 
STUDENTS’ SECTION oe ee el Cl oe Cl ew!]©=6O oe &.. ©. Raown 
The Taxation of Leases (Part II) oe tea ds um oe =e eee 


I oF ee Ce Oe eS oes AnGus LANCASTER 
SUPPLEMENT—CURRENT TAXATION 





The Editor will be pleased to receive for consideration Articles, Notes, Announcements 
Correspondence on any matters of interest to accountants. These should be addressed to 
Editor, Editorial Office, 361 Collins Street, Melbourne, C.1. 


Butterworth & Co. (Australia) Ltd. 


(Incorporated in Great Britain) 





6-8 O’Connell Street, 430 Bourke Street, 240 Queen Street, 
SYDNEY. MELBOURNE. BRISBANE. 





The Australian Accountant 


July, 1950 











Success Factors in a half century of Moderns & 
Career voniaing for Business: No. 12 











Into eo Uncharted Future. cae 


APTAIN COOK’S vessel, thé “En- 

deavour,” was no doubt a stout 
craft. But she could never have 
touched on the shores of Australia 
had she not been skilfully charted by 
a thoroughly trained and experienced 
navigator. 
In the same way, numerous present- 
day business executives could never 
have achieved the degree of success 
and security they now enjoy had not 
they likewise been advised, guided 


and trained by equally skilled career 
navigators! 

Ahead holds all the mystery of 
to-morrow — uncharted, unknown .. . 
its broader frontiers demanding still 
more pioneering. It is just here that 
the organization of the Hemingway 
Robertson Institute—from its more 
than half-century of pioneering ex- 
perience — can help in the “planning 
of a better to-morrow.” 


Under H.R.I. You Make No Experiment 


All teachers are not of equal com- 
petence any more than all universities 
or schools are of equal standing. The 
H.R.I. not only pioneered education 
in accountancy and business subjects 
in Australasia, but ever since has 
maintained a leadership in providing 
modern textual material, new training 
services for new times, and over all, 
a stability and reputation for pains- 
taking effort to secure the best possible 
educational results for each individual 
student-member. 


The competency of these services is 


Assured Results, 
liberal Protective Policy, 


Tutorial Efficiency, Stability, 
safeguard the interests of each H.R1I. 


amply demonstrated by the outstand- 
ing examination successes won by 
H.R.L students. It is but axiomatic 
to state that there is no aspect of 
tutorial service, no new development 
in adult education technique, or no 
aid to examination result, which is 
not incorporated in the H.R.I. pro- 
gramme. Ably administered by some 
200 skilled personnel serving from all 
main centres in Australia, H.R.I. ade- 
quately and successfully meets the 
needs of every ambitious man or 
woman seeking appropriate career 
training for business. 


Enterprise, and a 


student. Particulars of our Service will be gladly supplied on request. 
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SECRET RESERVES 


R. S. TURNER, A.U.A. (COM.), 


by 


F.I.C.A. 


(The Seventh Commonwealth Institute of Accountants Annual Research Lecture, 

delivered in the Canberra University College on 26th April, 1950; and the Sixth 

Commonwealth Institute of Accountants Annual Research Lecture, delivered in the 
University of Western Australia on 7th June, 1950.) 


The subject of this Research Lecture was 
deliberately chosen because of its signifi- 
cance in the affairs of a great number of 
individuals whose varied interests are not 
always considered or understood. Members 
of the accountancy profession are con- 
fronted with aspects of the subject almost 
daily. Many company directors are con- 
erned with the problem not only when 
anual accounts and balance sheets are 
bing prepared, but frequently throughout 
the year. Shareholders, potential investors, 
and their advisors on the Stock Exchanges, 


are periodically concerned with the effect 
of secret reserves on the published accounts 
of companies the shares of which they con- 
template selling, buying, or underwriting. 
And there is now high authority for the 
view that consideration should be given to 
the interests of the consumer of the pro- 
duct of industry, and of the worker respon- 
sible for that product, in that the price 
paid by the consumer, or the level of wages 
paid to the worker, may in a measure be 
influenced by the published accounts of 
the industry. 


COMMITTEES APPOINTED ON ENGLISH COMPANY LAW AMENDMENT 


On June 26, 1943, Dr. Hugh Dalton, 
president of the Board of Trade in 
Britain’s wartime Cabinet, appointed an 
influential committee under the chairman- 
ship of Mr. Justice Cohen, ‘‘to consider 
and report what major amendments were 
desirable in the Companies Act, 1929, and 
m particular to review the requirements 
Prescribed in regard to the formation and 
affairs of companies, and the safeguards 
afforded for investors and for the public 
imterest.’’ 

This committee (which will be referred 
to throughout this lecture as ‘‘the Cohen 
Committee’’) was a representative one. Its 
Members included business men, two 
King’s Counsel, two Parliamentarians, and 
oe chartered accountant, Mr. Russell 


Kettle, a senior partner of the firm of 
Deloitte Plender Griffiths & Co., now Sir 
Russell Kettle, president of the Institute 
of Chartered Accountants of England and 
Wales. 

The report of this committee, given two 
years later, was the basis of the far-reach- 
ing amendments to the British law effected 
by the amending. Companies Act of 1947. 
A consolidation of the Companies Act was 
passed in 1948. The statements made in 
that report on the subject of secret reserves 
are perhaps the most authoritative made 
in recent years. 

Various phases of the English Com- 
panies Acts have been the subject of in- 
vestigations by representative committees 
appointed for that purpose during the pre- 
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Secret Reserves—continued 

ceding half century. Possibly there exists 
no more authentic source of information as 
to the changes in the trend of thought 
through the years than the findings of those 
committees. Much of the subject matter of 
those reports is outside the scope of this 
lecture, but it will be convenient to make 
some references and comparisons. 

The 1895 committee, presided over by 
Lord Davey, included such famous text 
writers as Mr. Justice Vaughan Williams, 
Sir J. W. Chitty, H. B. Buckley, Q.C., and 
F. B. Palmer. 

This committee did not approve of the 
registration of the annual balance sheet, 
as they considered that the directors’ pri- 
mary duty is towards their own share- 
holders. The dissent of Vaughan Williams, 
J., from this view was a glimmer of the 
enlightenment which dawned and devel- 
oped so gradually in the twentieth century. 

The 1905 committee was presided over 
by Sir R. T. Reid until his resignation al- 
most a year later when he became Lord 
Loreburn and was appointed Lord Chan- 
cellor. Palmer and Gore-Browne were 
members of this committee, which recom- 


mended that for the protection of un- 
secured creditors every limited company 
ought to be required periodically to file a 
statement of its affairs in the form of a 
balance sheet, which should be examined 
and reported on by the company’s audi- 
tors. But note: ‘‘We do not intend that 
such balance sheet should include a state- 
ment of profit and loss .. .’’ 

At paragraph 46 of the report, after 
weighing the pros and cons of exempting 
private companies from liability to file a 
balance sheet, a majority of the committee 
concluded that there should be no such 
exemption. 

The 1918 committee, under Lord Wren- 
bury, made a recommendation against the 
compulsory publication of a profit and loss 
account in addition to a balance sheet. 

In 1925, Mr. Wilfrid Greene, K.C. (now 
Lord Greene), was appointed chairman of 
a committee which enquired into many of 
the subjects dealt with twenty years later 
by the Cohen Committee, and the two re- 
ports disclose the marked changes in out- 
look on many points, some of which, being 
within the scope of this lecture, will be 
discussed later. 


THE COHEN COMMITTEE—1943-45 


In paragraphs 7 and 8 of its report, the 
Cohen Committee set out the five’ principal 
developments of which public opinion ap- 
peared to have taken note. They related 
to: 

(a) Prospectuses.—Losses from invest- 
ments based on unsatisfactory pros- 
pectuses. 

(6) Private companies. — Continuation 
of exemption from obligation to file 
accounts, 

(c) Nominee shareholdings. — Conceal- 
ment of control of companies. 
Accounts.— 

‘‘The present legal requirements as 
to the contents of the accounts to 
be presented to shareholders are too 
meagre. The practice of showing a 
number of diverse items in one 
lump sum and thereby obscuring 
the real position as to the assets and 
liabilities, and as to the results of 
trading, makes it difficult and often 
impossible for a shareholder to form 
a true view of the financial position 
and earnings of the company in 


which he is interested. While audi 
tors have tended to press for stan- 
dards in advance of the require- 
ments of the present law, it has 
been ‘suggested that their hands 
would be strengthened if the law 
were to accord more nearly with 
what they regard as the best prae- 
tice.’’ 

(e) Control.—The illusory nature of the 
control theoretically exercised by 
shareholders over directors. 

These subjects are dealt with at some 
length in the committee’s report. We are 
interested to-night in (d) primarily, be 
cause a consideration of secret reserves 
cannot be divorced from the larger subject 
of disclosure in accounts. 

The broad view expressed by the Cohen 
Committee in paragraph 5 of the report 
is worthy of note: 

‘‘We are satisfied by the evidence that 
the great majority of limited companies, 
both public and private, are honestly and 
conscientiously managed. We believe that 
the system of limited liability companies 
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Secret Reserves—continued 


has been and is beneficial to the trade and 
industry of the country and essential to 
the prosperity of the nation as a whole. 
The Companies Acts have been amended 
from time to time to bring them into ac- 
eord with changing conditions, but if there 
is to be any flexibility opportunities for 
abuse will inevitably exist. We consider 
that the fullest practicable disclosure of 
information concerning the activities of 
companies will lessen such opportunities 
and accord with a wakening social con- 
sciousness. Accordingly, while in making 
our recommendations we have borne in 
mind the importance of not placing unrea- 
sonable fetters upon business which is con- 
ducted in an efficient and honest manner, 
we have included a number of proposals 
to ensure that as much information as is 
reasonably required shall be made avail- 
able both to the shareholders and creditors 
of the companies concerned and to the 
general public. We have also sought to 
find means of making it easier for share- 
holders to exercise a more effective general 
control over the management of their com- 
panies. The result will be, we believe, to 
strengthen the already high credit and 
reputation of British companies. We must 
emphasise, however, that this objective 
will be attained more by the selection by 
the shareholders of the right governing 
body of each company than by the pro- 
visions of any statute.’’ 

The findings of this committee are en- 
titled to the utmost respect, since they were 
based on voluminous evidence submitted 
by a truly representative group of wit- 
nesses, including many who presented the 
views of influential organizations, such as 
the Institute of Chartered Accountants in 
England and “Wales, the Chambers of 
Commerce, and the Stock Exchanges. 


Because I consider that the accepted 


modern view on secret reserves is most 
authoritatively and succinctly expressed 
m paragraph 101 of the Cohen Commit- 
tee’s report, I quote, in extenso, but omit- 
ting the reference to banking discount and 
assurance cases, which are discussed later. 
“(When I use the phrase ‘‘accepted modern 
view’’ I do not suggest universal accep- 
tance: this may never be achieved. But 
the committee’s view is, I submit, sup- 
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ported by most eminént modern writers on 
the subject, and would be accepted by the 
Courts. ) 

“101. UNDISCLOSED RESERVES. 
The chief matter which has aroused con- 
troversy is the question of undisclosed or, 
as they are frequently called, secret or 
inner reserves. An undisclosed reserve is 
commonly created by using profits to write 
down more than is necessary such assets 
as investments, freehold and leasehold pro- 
perty, or plant and machinery; by creat- 
ing excessive provisions for bad debts or 
other contingencies; by charging capital 
expenditure to revenue; or by under-valu- 
ing stock in trade. Normally the object of 
creating an undisclosed reserve is to en- 
able a company to avoid violent fluctua- 
tions in its published profits or its divi- 
dends. 

‘‘The objections urged against undis- 
closed reserves can be summarised as fol- 
lows. As the assets are under-valued or 
the liabilities over-stated, the balance sheet 
does not present a true picture of the state 
of the company’s affairs; the balance of 
profit disclosed as available for dividends 
is diminished, and the market value of the 
shares may accordingly be lower than it 
might otherwise be; and the creation, exis- 
tence or use of reserves, known only to the 
directors, may place them in an invidious 
position when buying or selling the shares. 

‘‘On the other hand, if there is no de- 
tailed disclosure in the profit and loss ac- 
count, undisclosed reserves accumulated in 
past periods may be used to swell the 
profits in years when the company is 
faring badly, and the shareholders may be 
misled into thinking that the company is 
making profits when such is not the ease. 
Such abuses are rare, and, in general, 
directors have concealed reserves from 
shareholders in the belief that such con- 
cealment is in the interests of the company. 
None the less the practice has the unfor- 
tunate result that shareholders and inves- 
tors and their advisers have not the infor- 
mation to enable them to estimate the rea 
value of the shares. 

‘*“We do not believe that, if fully in- 
formed, shareholders would press for ex- 
cessive dividends and we are in favour of 
as much disclosure as practicable. It is 
also important in our opinion to ensure 
that there should be adequate disclosure 
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and publication of the results of companies 
so as to create confidence in the financial 
management of industry and to dissipate 
any suggestion that hidden profits are 
being accumulated by industrial concerns 
to the detriment of consumers and those 
who work for industry. We have framed 
recommendations with which we think 


most companies should comply.’’ 


I turn now to an examination of earlier 
findings and expressions of opinion, and 
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shall endeavour to trace the underlying 
reasons for the substantial change in 
thought over the years. In Australia, 
principles and practice of accounting have 
inevitably followed the British pattern 
more than the American or any other, for 
the obvious reason that commerce and in- 
dustry in this country have been more 
closely allied to Britain. This is the reason 
why, in analysing the attitude towards 
secret reserves and certain accounting doe- 
trines, I am referring primarily to British 
views. 


THE WRENBURY COMMITTEE—1918 


In order to trace the changes in the atti- 
tude of the profession, and of commercial 
and industrial interests generally over the 
past thirty years or so in Great Britain, a 
convenient starting point may be found 
in the report of the Wrenbury Committee 
on Company Law Amendment in 1918. 
Lord Wrenbury, who presided over this 
committee, had, as H. B. Buckley, Q.C., 
been a member of Lord Davey’s Committee 
on Company Law in 1895, and his best- 
known legal work—Buckley on Company 
Law—is to-day still accepted as an authori- 
tative work. 

This committee had very little to say 
concerning the form of accounts and audit 
thereof. Only three paragraphs of the re- 
port, given on July 15, 1918, need be men- 
tioned. Paragraph 58 rejected a sugges- 
tion that auditors should have same pro- 
fessional qualification, as the committee 
had not traced any mischief which re- 
quired remedy. 

Paragraph 59 stated that the Companies 
Act required that auditors shall report 
whether the balance sheet ‘‘is properly 
drawn up so as to exhibit a true and cor- 
rect view of the state of the company’s 
affairs according to the best of their infor- 
mation and the explanations given to them 
and as shown by the books of the com- 
pany.’’ The committee had made enquiry 
whether the words ‘‘and as shown by the 
books of the company’’ should be omitted. 
They had no hesitation in expressing the 
opinion that it would be highly inexpedient 
—indeed impossible—to require a certifi- 
cate in that form. They considered that 
they could not reasonably or profitably ex- 
tend the limits of the auditor’s responsi- 
bility beyond that which had been laid 
down by the decisions in the cases of Lon- 


don and General Bank No. 2 (1895, 2 Ch. 
673) and Kingston Cotton Mill Co. (1896, 
1 Ch. 331, and 2 Ch. 279). 
Paragraph 60 of the report reads: 
**60. Section 26 (3) of the Act of 1908 


provides that the annual summary re 
quired of every company other than a pri- 
vate company must include a statement in 
the form of a balance-sheet, but the balance 
sheet need not include a statement of profit 
and loss. We have made enquiry whether 
a profit and loss account ought to be in- 
cluded. We do not recommend that it be 
required. As a commercial matter publi- 
eation of profit and loss ought not to be 
required in the absence of very strong rea 
son, and we do not find that such reason 
exists. To require from a corporation 4 
public disclosure of profit and loss which 
is not required from a firm or an indi 
vidual, gives an unfair advantage to a 
competitor in trade and does not commend 
itself to our judgment. But we think that 
it may reasonably and without public mis 
chief be required that the statement in the 
form of a balance sheet to be included i 
the annual summary shall state the 
amounts or rates of dividend which have 
been paid since the last balance sheet oF 
are proposed for payment as the result of 
the trading. And we recommend al 
amendment of the law to that effect.’’ 


I have referred to these findings because 
it would seem apparent from the trend of 
the report—made after the submission of 
evidence from leading members of the 
legal and accounting professions and from, 
business men of very great experience— 
that the commercial community and the 
professions at this time felt no doubts 
the subject of secret reserves. 
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THE WILFRID GREENE COMMITTEE—1925 


Seven years later, the committee pre- 
sided over by Mr. Wilfrid A. Greene, K.C., 
made a more detailed investigation into 
various aspects of the company law. It is 
apparent from the reading of the full re- 
port that a number of matters on which 
the Wrenbury Committee considered 
amendments were necessary in 1918 had 
not been dealt with by Parliament in the 
interim. 

I can find nothing in the report of the 
Greene Committee on the subject of secret 
reserves. This, in a way, is rather surpris- 
ing, because a review of the evidence ten- 
dered by the various witnesses represent- 
ing the professions, commerce, and indus- 
try reveals the following comments on the 
subject : 

Mr. F. Whinney, a leading chartered 
accountant, considered it ‘‘important to 
adhere to proper business principles in the 
preparation of balance sheets and ac- 
counts. ..’’ He thought ‘‘the present re- 
quirements in the case of public companies 


of disclosing the situation,in the shape of 
a balance sheet without disclosing the de- 
tails of a profit and loss account ought to 
be sufficient protection for shareholders 


»? 


The compilation of a combined bal- 
ance sheet of the holding company and the 
subsidiary companies was, in his view, 
open to every objection. ‘‘Secret reserves 
would not seem to be open to any objection 
in ordinary companies, but shareholders 
might well be entitled to know of their ex- 
istence although not of the details relating 
to them.’’ 

Evidence submitted on behalf of the in- 
vestment trust companies was to the effect 
that ‘‘the question of secret reserves is 
one which must be left alone, and is en- 
tirely a matter upon which those in charge 
of a company are able to judge. A certain 
latitude must be allowed to directors and 
officials in the management of public com- 
panies and any attempt at legislation 
which would cramp business would be a 
serious blow to joint stock enterprise. The 
disclosure of inner reserves would defeat 
entirely the object of creating such re- 
serves which are not done with the object 
of keeping back information from the 
shareholders, but to meet unforeseen con- 


tingencies which experience shows occur in 
business from time to time.’’ 

The evidence of the Law Society was to 
the effect that ‘‘the provision of a secret 
reserve is for very many companies a 
sound business policy and of the greatest 
advantage. It would not be in a company’s 
best interests that it should have to indi- 
eate that it has in one year drawn so much 
from reserve to meet an increase in the 
price of raw materials ete. and that next 
year it has put so much back into reserve 
to restore it to a ‘safe’ figure. Transac- 
tions of this nature are necessary to meet 
fluctuations in trade, and if disclosed the 
indications afforded as to the course of the 
company’s business would be carefully 
scrutinised by competitors. . . . Too much 
disclosure should not be insisted on and 
the greatest possible freedom should be al- 
lowed to those responsible.’’ 

The Institute of Chartered Accountants 
in England and Wales stated: ‘‘Secret re- 
serves or inner reserves are in certain cases 
desirable and in m&iny cases essential. In 
the Council’s opinion all such reserves 
should be included in the balance sheet 
items and no company by its articles 
should be allowed to contract itself out of 
this obligation. . Too much disclosure 
should not be insisted on... . It is always 
open to the auditors to report to the share- 
holders any exceptional reserves which are 
made or written back, or other special mat- 
ters dealt with in the accounts if the 
directors had not disclosed them on the 
face of the accounts or in their report to 
the shareholders.’’ 

The witness representing the Associa- 
tion of British Chambers of Commerce— 
over 100 Chambers, with individual mem- 
berships aggregating more than 40,000— 
said: ‘‘The Association does not wish to 
make any comment on the question of 
secret reserves, but approves the prin- 
ciple.’’ 

The Society of Incorporated Account- 
ants and Auditors stated : ‘‘Even if it were 
desirable it is not clear that any effective 
means is available to eliminate absolutely 
by statute all secret reserves. From a 
principally commercial point of view secret 
reserves are a benefit provided always they 
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are not used for the deliberate manipula- 
tion of profits and/or for unjustifiable 
dealings in shares by the directors. Secret 
reserves have been a great advantage to 
companies where, in times of depression 
they have been able to draw upon secret 
reserves to meet special losses without any 
disturbance of public opinion or uneasiness 
on the part of shareholders. In practice 
it has been found that secret reserves have 
been administered favourably and proper- 
ly. It is not considered that any legislation 
in this respect would be either possible or 
desirable.’’ 

The Faculty of Procurators of Glasgow 
confined their evidence to a statement that 
‘shareholders should be entitled to obtain 
information in regard to secret reserves.”’ 

I have thought it desirable to give a 
summary of this evidence—notwithstand- 
ing that no comment appears in the com- 
mittee’s report— because it provides a 
background against which the Royal Mail 
Case, to be discussed later, will be more 





readily understood—at least, the practices . 


of the Royal Mail Company and the evi- 
dence of accountants called by the defence 
will be more intelligible. 

A few months after the committee’s re- 
port was presented in 1926, Mr. Wilfrid 
Greene, K.C., expressed’ certain views on 
secret reserves which appeared in an 
article in The Accountant’: 

‘*We had before us a considerable num- 
ber of witnesses who were very angry at 
the idea that companies could have secret 
reserves. ‘Their reasons were apparently of 
a public nature; they thought that not 
only should the shareholders know what 
the property is and what it is worth, but 
also that the publie in general, including 
the workmen employed, should know what 
the assets of the company are. There 
again, there is a great deal to be said for 
that view. A balance sheet should show 
absolutely and entirely what the com- 
pany’s assets are and what they are worth. 


But what the Committee had to consider 
was this: Is it going to be really helpful 
and practical to legislate with a view to 
meeting such evils as arise from the prac- 
tice of having secret reserves? We came 
to the conclusion that it would be most in- 
advisable to interfere with companies in 
that respect, and I have heard nothing 
since which makes me go back upon that 
opinion. 

‘‘Some companies have been able, 
merely by the existence of secret reserves, 
to exist during the hard years we have 
gone through. If they had not built up 
secret reserves they would very likely have 
been forced to distribute much larger divi- 
dends than they did, with the result that 
when the bad times came those companies 
could not have weathered the storm. That 
is an argument in favour of secret reserves, 
and it illustrates my point by showing that 
any interference — however plausible it 
may seem—with the practice of companies 
may have results quite unforeseen and 
most lamentable. Those who criticise the 
report on the ground that it is over-con- 
servative and over-cautious perhaps, will 
give us this measure of forgiveness—they 
will realise that if we had been conserva- 
tive and cautious, it is because, as a result 
of the evidence given to us, we realised the 
fact that it is possible to legislate too 
much.”’ 

A new English Companies Act became 
law in 1929, and it was based on the recom- 
mendations of the Wilfrid Greene Commit- 
tee. Hereunder is an interesting comment 
on it, made in October, 1949, by Mr. T. B. 
Robson, a partner in Price Waterhouse & 
Co. : 

“‘The previous Act of 1929 and the Re- 
port of the Committee from whose labours 
it emerged seemed to have put the seal of 
authority upon concealment, provided it 
involved an understatement, not an over- 
statement, of a company’s position. It 
showed little specific appreciation of the 
importance of a fair disclosure of the 
profit or loss of the year.’’? 





THE ROYAL MAIL CASE 


Probably no legal action has so stirred 
the accountancy profession and commercial 
circles during the last twenty years as Rex 
v. Lord Kylsant and another.* This is al- 





1 November 13, 1926. 
*[1931] 101 L.J.K.B. 97. 


most universally referred to as ‘‘The Royal 
Mail Case.’’ It was a criminal prosecution, 
not a civil action. 





*<*Pifteen Months’ Experience of the Com- 
panies Act 1948,’’ Harrogate Meeting of the 
Chartered Institute. 


July, 1950 : 
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The principal facts were that the Royal 
Mail Steam Packet Company was one of 
Britain’s largest shipping organisations, 
and was incorporated under a Special 
Charter and not under the Companies 
Acts. The Chairman of Directors was 
Lord Kylsant (who, as Owen Cosby Phil- 
lipps, had been a member of the Wrenbury 
Committee on Company Law Amendment 
jn 1918). The company had for a period 
of some seven years published accounts 
which did not disclose whether profits had 
been earned in that period or not, but the 
company had in that period paid away in 
dividends an amount of £5,000,000. In 
1928 the company issued to the public a 
prospectus inviting subscription for 
£2,000,000 of 5% debentures. In this 
prospectus it was stated ‘‘during the past 
ten years the average annual balance 
available (including profits of the Insur- 
ance Fund) after providing for deprecia- 
tion and interest on existing debenture 
stock, has been sufficient to pay the inter- 
est on the present issue more than five 
times over.’’ A statement was also pro- 
vided of the dividends paid on the ordin- 
ary stock during fifteen years. 

Lord charged on three 
counts : 

(a) of publishing an annual report for 
1926 which he knew to be false in 
a material particular and that the 
said annual report concealed from 
the shareholders the true position 
of the company, with intent to de- 
ceive the shareholders; and 
of publishing an annual report for 
the year 1927 which he knew to be 
false in a material particular, with 
intent to deceive the shareholders; 
and 

(¢) of publishing a false prospectus. 

Mr. H. J. Morland, a senior partner in 
Price Waterhouse & Co., who was the 
auditor of the Royal Mail Co., was charged 
with aiding and abetting Lord Kylsant to 
commit the first two offences. He was not 
subject to the third charge. 


The jury acquitted both the accused on 
the first two charges. But Lord Kylsant 
was found guilty on the third count, and 
was sentenced to twelve months’ imprison- 
ment. His appeal failed. 


Kylsant was 
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The following paragraph indicates the 
erux of the matter which gave rise to the 
prosecution : 


‘‘The Profit and Loss Account for the 
year 1926 showed: ‘Balance for the year, 
including dividends on shares in allied and 
other companies, adjustment of taxation 
reserves, less depreciation of fleet, ete., 
£439,212.’ Actually this apparent surplus 
was derived after making undisclosed 
eredits of £550,000 from Excess Profits 
Duty, £175,000 from Income Tax Reserves, 
and £25,776 for Investment Profit. Other- 
wise there would have been a considerable 
deficit. In 1927, with practically identical 
wording a surplus of £224,907 was brought 
up to £737,293 by similar credits totalling 
£512,386. It should be added that almost 
the entire amount of these credits had no 
relation to the trading of the respective 
years 1926 and 1927.”’ 


The great shock to the commercial world 
lay in the fact that these two men of great 
reputation and whose integrity had nevér 
previously been questioned could be com- 
pelled to stand trial as criminals for nine 
days, and then be acquitted because a 
document for.which they were responsible 
and which was palpably misleading, never- 
theless complied with the law. Obviously 
the law—i.e. the Companies Act—was un- 
satisfactory, and this was more important 
than Lord Kylsant’s sentence on the third 
charge. 


The action of Mr. Morland was approved 
from the witness box by the presidents of 
the Institute of Chartered Accountants 
(Mr. H. L. H. Hill) and the Society of 
Ineorporated Accountants and Auditors 
(Mr. Henry Morgan), and by Mr. Brian 
Manning, Chartered Accountant, called as 
an expert witness. Mr. Morland, more- 
over, was a member of one of the largest 
firms of accountants in the world, and a 
man in such a position was obviously un- 
likely to have yielded to undue influence. 
He had made a proposal which had been 
accepted by Lord Kylsant, and this pro- 
posal seemed to him, in his long experience, 
to go as far as any auditor would conceive 
it to be his duty to go in relation to a 
profit and loss aecount.* 


“See ‘‘The Royal Mail Case,’’ Ed. Collin 
Brooks, Notable British Trials Series. 
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PUBLISHED COMMENTS ON THE ROYAL MAIL CASE 


Enlightened comments made shortly 
after the decision are of great interest. 
Hereunder are samples: 

In a leading article, The Accountant 
stated, on the subject of undisclosed re- 
serves: ‘‘It is more than a little ironical 
that the clamour about secret reserves has 
arisen out of a case where, strictly speak- 
ing, secret reserves did not exist. That is 
to say that the reports do not show that 
the directors of the Royal Mail Co. ever 
charged their profits with appropriations 
which were fictitious in character. They 
made provision from time to time for taxa- 
tion liabilities which appeared to be accru- 
ing and it was not until the balances so set 
aside became ‘freed’ by the progress of 
negotiations with the taxation authorities 
that they were brought back, by a per- 
fectly proper process of accounting, into 
profit and loss. But, however that may be, 
accountants must now prepare to face 
afresh the whole question of the legitimacy 
of the creation and use of undisclosed re- 
serves and of the proper attitude to be 
taken by auditors after such creation or 
use.’’ § 

The same journal had said earlier: 
‘*From the investor’s standpoint the moral 
of the Royal Mail Steam Packet Co. case 
is the necessity for the amendment of the 
company law so as to make compulsory 
the issue to shareholders of fully detailed 
and unambiguous profit and loss accounts. 
This is a matter to which we have repeated- 
ly drawn attention ever since the passing 
of the 1928 Act that preceded the consoli- 
dating measure of the following year. The 
Royal Mail Steam Packet Co. case not 
only provides yet another demonstration of 
the necessity but also indicates the desir- 
ability of chartered companies being on 
precisely the same legal footing in the mat- 
ter of accounting requirements as any 
other public company. 

**The kernel of the case is that, over a 
period of years during which losses were 
incurred, dividends were paid out of pre- 
viously accumulated reserves or windfalls, 
i.e. non-recurring contributions to revenue 
that were placed to the credit of the profit 
and loss account. The accumulation of 


® December 12, 1931. 


secret reserves is, of course, a perfectly 
legitimate practice, and the extent to which 
the Royal Mail Steam Packet Co. built up 
reserves during years of prosperity testi- 
fies to a prudent and conservative financial 
policy. It is equally legitimate to use hid- 
den reserves for dividend purposes, the 
procedure being in effect that liquid funds 
not needed as working capital or ear. 
marked for any specific purpose or pur- 
poses are dealt with as if they represented 
a dividend equalisation reserve. It is also 
legitimate, although the legitimacy here 
depends on the particular circumstances of 
the individual case, to make a single trans- 
fer from secret reserves to profit and loss 
without disclosing the fact to the share- 
holders, and had the Royal Mail adopted 
such a practice on only one occasion, even 
the sternest financial purist could not have 
discovered much ground for criticism. But 
the repetition of the practice until it be 
comes part of the normal financial policy 
of the Company concerned may lead to a 
depletion of liquid resources that is not 
brought to light until it is too late for the 
shareholders or anyone else to take effee- 
tive action. That is what happened to the 
finances of the Royal Mail Steam Packet 
Co., thus justifying Mr. Justice Wright’s 
pointed comment that the building up of 
secret reserves—which he did not criticise 
in itself—might become ‘the subject of al- 
most intolerable abuse.’ It is obvious that 
the compulsion to make public a proper 
profit and loss account, in which earnings 
or losses for the period were clearly differ- 
entiated from other credits brought into 
the accounts, would go far to prevent such 
abuse. 

“‘It has been argued that shareholders 
might be alarmed, possibly without due 
cause, by the disclosure that a profit bal- 
ance shown in the accounts went hand in 
hand with a trading loss for the period. 
That argument is in the main advocated 
by the type of director who objects on 
principle to giving his shareholders any 
more information concerning their pro- 
perty than the barest minimum he is legal- 
ly compelled to furnish. But even if the 
contention were perfectly sound, it could 
be met by the counter-argument that it is 
preferable to alarm one’s shareholders by 
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Secret Reserves—continued 
a frank disclosure of the financial position 
than to keep them in a fool’s paradise 
until disclosure is too late for a remedy to 
be possible. A large number of concerns 
have in recent years been allowed to drift 
on the rocks as the result of a policy of 
concealing the financial position until such 
time when further concealment had be- 
come impossible. It is to be hoped that the 
Government will not delay much longer 
amending The Companies Act 1929, at 
least to the extent of requiring, under 
effective penalty for default, the issue of 
a satisfactory profit and loss account, in- 
stead of the present absolutely worthless 
provision that merely requires the laying 
before the general meeting of ‘a profit and 
loss account.’ It is also desirable that the 
law should be amended in so far as con- 
cerns the accounting provisions relating to 
subsidiary companies.’’ ® 

Later The Accountant said: ‘‘It would 
not, we think, be practical politics to make 
compulsory the disclosure of the setting 
aside of ‘secret’ reserves. There is no need 
to explain to accountant readers, who 
know very well the variety of means which 
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may be adopted for building up such re- 
serves, the reasons with which we could 
support our statement. On the other hand 
we think public opinion is moving towards 
a point where it can legitimately be de- 
manded that if ‘secret’ reserves be utilised 
for the purpose of reinforcing trading 
profits of a year, then the facts of that 
reinforcement should be made clear. The 
gravamen of the charge in the ‘Royal 
Mail’ case was that this reinforcement had 
taken place in a manner which altered the 
whole apparent trend of trading results. 
The charge failed, but it must be taken as 
evidence that some form of public demand 
must exist.’’ 7 

The accountancy profession was, of 
course, profoundly disturbed by the Royal 
Mail Case, and the Council of the Char- 
tered Institute sought the opinion of emi- 
nent counsel—Mr. Wilfrid Greene, K.C., 
and Mr. Cecil W. Turner—as to whether 
any official pronouncement could usefully 
be made to Institute members. A negative 
reply was received. The opinion (pub- 
lished in The Accountant, 1931, page 804 
et seq.) was severely criticized by that 
journal in a leading article.® 


AMERICAN VIEWS ON ENGLISH PRACTICES—1931-3 


It is of great interest to learn the reac- 
tion of American professional thought to 
the Royal Mail case. Here is an extract 
from the Journal of Accountancy? : 


‘*TRADITIONAL MYSTERY 


‘‘During the course of the Kylsant trial 
great emphasis was laid on the necessity 
of maintaining secrecy so that competitive 
companies should not be assisted to more 
intelligent competition. That is an old 
argument and it is trite. There is, of 
course, a certain amount of detail of inner 
working which may with advantage be re- 
garded confidentially, but there is a deal 
of nonsense in what during the war was 
called ‘hush, hush stuff.’ In these days 
there are few trade secrets which are not 
as widely bruited in the trade as any of 
Mrs. Grundy’s most secret slanders. If a 
company really wants to know what 
another company is doing and how it is 
done, the information can be obtained. 
But the theory of secrecy is, as an able 
article in ‘The 19th Century and After’ 


* August 15, 1931. 
*January, 1932. 


said recently, a sort of fetish. It is used 
for an excuse for a great deal of bad prac- 
tice. If the directors of a corporation wish 
to withhold information which the stock- 
holders are entitled to have, it is the com- 
mon practice to fall back upon the excuse 
of trade secrecy. This is true in Great 
Britain and America and everywhere else. 
As a matter of fact it is probably safe to 
say that in most cases there could be abso- 
lute frankness on every detail of a corpora- 
tion’s business without injuring in any 
way the corporation or its prospects. The 
public, moreover, is going to demand 
greater candour than ever before. It is to 
be hoped that in Great Britain, which is 
the home of tradition, the experience of 
the Kylsant case will be taken to heart 
and we shall hear less of the sanctity of 
business secrets and more of the facts. 


‘*RESPONSIBILITY CANNOT BE EVADED 


‘* Auditors have been known to say that 
they have been helpless because the form 
of statement rests with the directors. They 


* August 29, 1931. 
*January 9, 1932. 





258 The Australian Accountant 


Secret Reserves—continued 


have said, such auditors, that so long as 
the legal requirements are met it is im- 
possible to insist upon anything further. 
In other words, such auditors claim that 
there is no moral duty higher than a legal 
duty. The New York stock exchange has 
taken an active interest in the question of 
corporate accounts and it seems to be the 
sentiment of the exchange that compliance 
with legal requirements is not necessarily 
enough. The modern, progressive, honest 
accountant pays very little attention to the 
legal requirements, except to assure him- 
self that all technicalities have been met, 
but proceeds to work in the way that will 
produce the true results. The moral obli- 
gation is far greater than the legal. The 
Institute of Chartered Accountants of 
England has now an opportunity to effect 
some necessary reforms.’’ 

A shrewd observation on the differing 
standards in the two countries was made 
by an outstanding accountant who had 
practised in both—Sir Arthur Lowes 
Dickinson—at the annual meeting of the 
American Institute of Accountants in 
September, 1931: 

**It is quite clear, from the papers and 
the speeches that have been presented at 
this meeting that the advance in the stan- 
dards of accountancy here has been ex- 
tremely great in the eighteen years that 
have passed since I was in practice here, 
‘and even in the twelve years that have 
passed since I was last in this country. I 
do not hesitate to say—particularly in 
view of a recent case in England—that in 
some respects the profession here—which 
was necessarily from its start based on that 
in England—has progressed to higher 
standards than obtain in England at the 
present time. 

‘*One reason for that, I think, is that 
England has been to a certain extent 
hampered by the fact that there have al- 
ways been laws and principles on accoun- 
tancy, whereas in this country you have 
been able to develop the profession with 
very little regard, or necessity of regard, 
for the law, owing to the fact that there 
has been no law. You have been able to 
go ahead and enunciate higher principles 
and maintain them without being brought 
up short by your client saying, ‘But that 
is perfectly legal; why can’t we do it?’ 
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‘‘T think it was Mr. Baldwin [who had 
read a paper at the meeting] who said that 
the accounting standards have to be in ad- 
vance of whatever legal standards are laid 
down. I think that is absolutely true. You 
cannot wait until the laws are passed. You 
have to think what is the right thing to do 
and then do it, lead the way and the law 
will follow all the time. I think that is the 
right and only way in which a profession 
"an advance. 

‘‘Tt is for that reason I think that the 
profession over here has in some respects 
advanced further and faster than it has in 
England.”’ 

George O. May, that most eminent 
American accountant, went even further 
in a letter dated August 21, 1931, which 
he addressed to Mr. H. L. H. Hill, the 
president of the Institute of Chartered Ac- 
countants in England and Wales, urging 
that the Institute should seize the oppor- 
tunity to press for improvement in the 
standards of disclosure in company ac- 
counts.!° , 

American text writers have long been in 
advance of the rest of the world in out- 
spoken advocacy of disclosure to share- 
holders through balance sheets and ac- 
counts. 

Stephen Gilman! writes: 

‘Secret Reserves. The rights and re- 
sponsibilities of proprietors have been so 
greatly modified in many corporations that 
the stockholders’ own representatives, 
namely, the directors, often feel it neces- 
sary to protect stockholders against them- 
selves and actually to understate the finan- 
cial conditions of the corporation in order 
to prevent extravagant dividend demands 
by stockholders. 

‘“‘This particular form of understate- 
ment is often referred to as the creation of 
a ‘secret reserve.” The phrase is unfor- 
tunately chosen, since it results generally 
from the understatement of assets often 
brought about by charging to expense 
those expenditures which properly should 
be shown as assets. Misrepresentation of 
this type sometimes represents paternal- 
ism, having for its object the protection of 
the real owners of the business. Some- 
times it is sanctified as conservatism. Oc- 





10<<¢Twenty-five Years of Accounting Responsi- 
bility.’’ 
1 ¢¢ Accounting Concepts of Profit,’’ Chap. 11. 


(Continued on page 259) 
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casionally it has been used as a means of 
defrauding stockholders, the insiders in a 
corporation using their secret knowledge 
of the true state of affairs for the purpose 
of trading the company’s stock and thus 
acquiring a private profit.’’ 

Of the doctrine of conservatism he says: 

‘‘Few outside of the accounting pro- 
fession realize the overwhelming import- 
ance of the doctrine of conservatism and 
the extent to which that doctrine has 
understated balance sheet values and dis- 
torted profit and loss statements. 

‘‘Frequently repeated is the warning 
that conservatism should not be carried to 
the point of serious understatement of 
assets or earnings. This warning has been 
fully justified by past history, particularly 
in cases where conservatism has been used 
to depress values in order that insiders 
might profit. 

‘‘Conservatism is one of those vague but 
sanctified concepts like honesty, morality, 
democracy, and Nordic supremacy, so 
much so that its critics generally consider 


it necessary to tread lightly as if on holy 
ground. Accordingly but little real effort 
has been made to measure the effects of 
conservatism. 

‘The doctrine of conservatism is an old 
one—considerably older than consistency, 


disclosure, and materiality. References to 
the importance of ‘playing safe’ and 
‘erring on the safe side’ are found in the 
accounting literature of many years ago. 

‘‘Any of the common methods of apply- 
ing conservatism have a tendency to dis- 
tort earnings so that during a period or 
several periods profits will appear unduly 
small, to be followed by a period or periods 
when the reverse effect is noticed. This is 
true in connection with the undervalua- 
tion of fixed assets which involves charges 
to costs or expenses which are unduly 
large. 

“The effect of such understatement of 
fixed asset values is to relieve , future 
Periods of part of their depreciation 
charges, with a consequent overstatement 
of income. 

“Just as depressions are followed by 
booms, so is accounting understatement 
bound to be followed by accounting over- 
statement, and vice versa. Accordingly, 
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there is only a temporary advantage to be 
gained from overstatement or understate- 
ment. 

‘*Even the most firm advocates of con- 
servatism seldom attempt to justify it 
upon logical grounds. And this is indeed 
wise since it is simple enough to indicate 
its lack of logic. It is illogical to adopt a 
procedure which understates balance sheet 
values and at the same time cannot fail to 
overstate the earnings of some future 
period. It is illogical to disclose contingent 
liabilities without at the same time dis- 
closing contingent assets. It is illogical to 
understate values and insist upon adequate 
disclosure.’ 

The doctrine of consistency has long 
been recognized in America, although it 
was given fresh emphasis in 1933, when 
the revised form of audit certificate was 
introduced. 

Arthur Lowes Dickinson talked about 
it in 1904. William R. McKenzie criticized 
the cost or market rule on the grounds of 
inconsistency in 1909. In 1918 the Bureau 
of Internal Revenue issued a ruling which 
referred to consistent inventory practice 
in the following words: 

**In order clearly to reflect income, the 
inventory practice of a taxpayer should 
be consistent from year to year, and 
greater weight is to be given to consistency 
than to any particular method of inven- 
tory or basis of valuation so long as the 
method or basis used is substantially in 
accord with these regulations. 

**May [George O. May, ‘Influence of 
the Depression on the Practice of Account- 
ancy,’ The Journal of Accountancy, 
November, 1932, p. 345], who was chair- 
man of the Special Committee of the 
American Institute which revised the 
Audit Certificate, intimated what the Com- 
mittee’s attitude would be, in an address 
at the annual meeting of the American In- 
stitute of Accountants, October, 1932, at 
which time he used the words, ‘a fair and 
consistent application of acceptable meth- 
ods of accounting.’ This wording, inciden- 
tally had a marked advantage over the 
one which the committee subsequently 
adopted, in which the word ‘methods’ was 
unfortunately changed to ‘principles.’ 

**To what extent the Securities and Ex- 
change Commission influenced the in- 
ereased popularity of consistency is hard 
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to say. The Commission has strenuously 
advocated the doctrine of consistency, 
without, however, making the error of re- 
ferring to consistency of principles exclu- 
sively. Blough [Carman G. Blough, ‘Ac- 
countants’ Certificates,’ The Journal of 
Accountancy, Feb., 1938, p. 109], while 
chief accountant of the Commission, clari- 
fied the Commission’s attitude in the fol- 
lowing words: 

‘¢“So far as the Commission is con- 
cerned, it does not matter what the defi- 
nition of the word ‘‘principle’’ may be. 

‘«<Tts rules specify that the ‘‘account- 
ing principles and procedures’’ followed 
by the registrant shall be commented upon. 
What is important to the reader of the 
financial statements in this respect is 
whether the company has been sufficiently 
consistent in the keeping of its accounts 
that the statements of one period are com- 
parable with the statements of another, or 
whether they contain differences which 


' ve 


may be misleading’. 
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The Accountant’s Handbook” says: 

‘‘The term ‘secret reserve’ is sometimes 
applied to the effect of a deliberate under- 
valuation of assets (or overstatement of 
liabilities) which results in a correspond- 
ing understatement of the residual equity. 
It should hardly be necessary to say that 
understatement of earned surplus is not 
good accounting.”’ 

Professors Paton and Littleton’ view 
with disfavour the convention of smooth- 
ing profits. ‘‘There are lean years and fat 
years in business operation and it is a 
function of accounting to disclose this con- 
dition sharply, not to cover it up.”’ 

The unscientific attitude of some ac- 
countants is exemplified by Professor Hat- 
field** : 

‘*The accountant transcends the conser- 
vatism of the proverb, ‘Do not count your 
chickens before they are hatched,’ saying, 
‘Here are a lot of chickens already safely 
hatched, but for the love of Mike use dis- 
cretion and don’t count them all, for per- 


> 9? 


haps some will die’. 


ENGLISH LEADERSHIP 


During the last decade or so, there have 
been some really encouraging signs of 
leadership of thought in Great Britain to- 
wards advocacy of greater disclosure in 
shareholders’ accounts. In the final chap- 
ter of an admirable little book, Harry 
Norris says: 

‘‘Now it has to be admitted that this 
ideal [disclosure and truth] is far from 
being the guiding principle of directorial 
policy in Great Britain. Far too often do 
accounts go as far as they can in the way 
of concealment of things which the share- 
holders would certainly beevery interested 
to know. It may not unreasonably be said 
that the showing of an accurate-as-may-be 
profit figure—the prime object of the ac- 
countant’s work—is not only neglected but 
is deliberately avoided in a surprisingly 
large number of cases. The paraphernalia 
of non-science—concealment of manage- 
ment remuneration, alleged conservatism 
in stock valuation, inscrutable treatment of 
taxation liabilities, contingency provisions 
and the like—are sufficiently well-known 
to merit their being taken as read in this 
chapter. I hope that in this book I have 
stifled some of the siren voices of conven- 





“The Ronald Press, page 1,038. 


tion which have lured many a good accoun- 
tant from the path of true science to the 
mist-enshrouded marshes of Giant Expedi- 
ency. But the existence of distortion as 
an important influence in moulding the 
form and figures of published accounts is, 
I suggest, generally admitted, despite 
much disagreement on what constitutes a 
lapse from Truth, and on what, if any- 
thing, justifies such lapse.’’ 1® 

If it were necessary to select the accoun- 
tant who has made the most outstanding 
contribution to accounting thought in 
Great Britain during the last twenty-five 
years, I think that the choice would natur- 
ally fall on Mr. F. R. M. de Paula. His 
varied experience has well qualified him to 
speak with authority on matters of ac- 
counting theory and practice. He has been 
an articled clerk, a practising accountant, 
a teacher for over twenty years, Professor 
of Accountancy and Business Organization 
in the University of London, Controller of 
Finance in that huge manufacturing 
organization, Dunlop Rubber Co. Ltd., and 





%#<¢An Introduction to Corporate Accounting 
Standards,’’ page 77. 

*«*< Accounting,’’ page 156. 

4% <¢ Accounting Theory.’’ 
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a director of a number of companies en- 
gaged in industry and finance. Sir Clive 
3aillieu is justified in claiming that Mr. 
de Paula has been a real pioneer, blazing 
a trail which has led by stages to the 
recommendations of Mr. Justice Cohen’s 
Committee, and to the passing of the Com- 
panies Act in Great Britain.’® 

It is because of Mr. de Paula’s experi- 
ence and his eminence in the accounting 
profession that I wish to refer to various 
comments made by him over a period of 
years. 

In his evidence before the Cohen Com- 
mittee, Mr. de Paula referred to the pro- 
vision of the Companies Act which re- 
quired a balance sheet to be properly 
drawn up so as to exhibit a true and cor- 
rect view of the state of the. company’s 
affairs. He stated that a common inter- 
pretation, both by directors and auditors, 
of the words ‘‘a true and correct view’’ is 
that the intrinsic position of a company 
must be not less favourable than that dis- 
closed by the balance sheet, but that it can 
properly be more favourable without it 
being necessary in bona fide cases for 
either the directors or the auditors to bring 
this fact to the notice of the members of 
the company. He suggested that the Cohen 
Committee should consider whether this in- 
terpretation was satisfactory or not. He 
stated that the question of secret reserves 
had been debated in accountancy circles 
for many years, but that the Royal Mail 
ease had profoundly disturbed accountan- 
ey opinion upon this important subject. 
As a consequence there was grave doubt as 
to whether the abovementioned interpreta- 
tion of the words ‘‘a true and correct 
view’’ is satisfactory and therefore accep- 
table.17 

Mr. de Paula expressed the opinion that 
directors of companies had been unduly 
apprehensive regarding the effect that dis- 
closure of full information in companies’ 
accounts might have upon shareholders, 
employees, customers, competitors, and the 
community generally. His experience was 
that full disclosure of all reserves and their 
utilization did not result in any adverse 
effect, but on the contrary such disclosure 


*“<Developments in Accounting,’’ 1948, by 
F. R. M. de Paula, Foreword by Sir Clive L. 
Baillieu, K.B.E., C.M.G. 
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created a spirit of confidence in the man- 
agement of a company.'® 

He suggested that the Companies Act 
should be amended to provide that in their 
annual report the directors should be re- 
quired to state that the values at which 
the fixed assets are stated in the balanee 
sheet represent in their opinion fair values 
upon the basis of the undertaking continu- 
ing as a going concern in accordance with 
accepted accounting principles consistently 
maintained.’ 

Mr. de Paula’s evidence indicated that 
the directors of a company must be respon- 
sible for the valuation of inventories of 
stock in trade. Here again the basis of 
valuation should be in accordance with ae- 
cepted accounting principles consistently 
maintained, otherwise if the basis were al- 
tered from year to year the earnings of 
that year must be distorted. He suggested 
that in the report of the directors they 
should be required to state the basis of 
valuation of inventories and if the basis 
had been varied from that adopted for the 
purposes of the preceding balance sheet 
then they should be required to state the 
amount by which the trading results of 
the period under review had been increased 
or decreased by reason of the variation of 
the basis of valuation. If the directors 
created a provision for possible future de- 
preciation in the value of inventories then 
he suggested the amount of such provision 
should be separately stated in the balance 
sheet.”° 

He considered also that the auditor’s re- 
port should indicate their opinion as to 
whether the balance sheet was properly 
drawn up in accordance with accepted ac- 
counting principles consistently main- 
tained so as to exhibit a true, correct, and 
complete view of the state of the company’s 
affairs, according to the best of their in- 
formation and the explanations given to 
them and as shown by the books of the 
company.”* 

It will be observed that Mr. de Paula’s 
views are very similar to those expressed 
by Mr. G. O. May and other leading 
American writers of accounting subjects. 
Further, the report of the Cohen Commit- 
tee adopts many of these views. 

%Tbid., page 2. 

*Tbid., page 5. 

*Tbid., page 5. 

“Tbid., page 6. 
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THE CHARTERED INSTITUTES’ RECOMMENDATIONS 


In 1942 the Council of the Institute of 
Chartered Accountants of England and 
Wales appointed a Taxation and Financial 
Relations Committee. This committee en- 
abled the Council shortly afterwards to 
issue a series of recommendations upon ac- 
counting principles. This was a most im- 
portant event with a deep significance, for 
it was the first time that English account- 
ants attempted to think out, upon a cor- 
porate basis, their problems, and thus the 
Council gave helpful guidance to every 
member.2* These recommendations on ac- 
counting principles had a profound effect, 
and directly influenced the Cohen Commit+ 
tee’s recommendations regarding the ac- 
counts of companies. The General Council 
of the Institute of Chartered Accountants 
in. Australia subsequently issued a similar 
set of ‘‘Recommendations’’ based largely 
on those of the English Institute but al- 
tered to comply with the law of the Aus- 


tralian States and with Australian prac- 
tice. 

Recommendations 17 and 18 indicate 
clearly the view of the Institute on matters 
within the scope of this lecture. I quote 
the following extracts: 

**17. The profit and loss account should 
be presented in such a form as to give a 
clear disclosure of the results of the 
period. . . 

**18. Such a disclosure implies substan- 
tial uniformity in the accounting prin- 
ciples applied as between successive ac- 
counting periods; any change of a material 
nature, such as a variation in the basis of 
stock valuation, or in the method of pro- 
viding for depreciation or taxation should 
be disclosed, if its effect distorts the re- 
sults. The accounts should . . . refer to the 
omission of any item relative to, or the in- 
cluding of any item not relative to the re- 
sults of the period.’’ 


THE POSITION IN COMMERCE AND INDUSTRY IN AUSTRALIA 


The third and fourth methods of creat- 
ing secret reserves stated by the Cohen 
Committee were: ‘‘by charging capital ex- 
pense to revenue, and by under-valuing 
stock in trade.’’ 7% 

It is commonly believed that these prac- 
tices have been used extensively by many 
companies — particularly during the last 
ten years. Nor is the explanation difficult 
to discover. 

Prior to 1939, it would probably be 
found that the majority of companies 
which adopted these practices each year, 
or occasionally, were applying the doctrine 
of conservatism—or concealing some part 
of current profits for use, and disclosure, 
in less prosperous times. Such conservat- 
ism had been exalted almost to the point 
of becoming a virtue. 

It would seem that only a minority of 
eases in those days related to the companies 
which deliberately understated profits pri- 
marily to avoid income tax. Taxes were 
relatively light—compared with the bur- 
dens of the war-time and post-war years. 
Further, income tax on profits transferred 





“See de Paula—‘‘Developments in Account- 


ing,’’ page 266. 
* Report of the Cohen Committee, paragraph 


101. 


from one year to a later year through 
manipulation of stock values might have 
attracted higher taxes ultimately. This 
was certainly so after, say, 1936. 

However, different considerations ap- 
plied after 1939. Searcity of goods pro- 
duced higher profits in many eases. Old 
and obsolete stocks, legitimately valued 
below cost at earlier balance dates, fre- 


quently were sold at or near full margins _ 


above cost. This caused profits to be 
earned which traders felt should properly 
have related to earlier years. In many 
eases, selling and advertising expenses 
were drastically reduced—as goods were in 
great demand—and higher net profits re- 
sulted. 

These experiences occurred in a period 
when two factors prevailed which many 
traders considered to be twin evils: high 
taxation, and price control. As to the first, 
clearly the huge expenditure on _ the 
nation’s war effort had to be financed as 
far as possible from revenue collected 
from direct and indirect taxation — but 
some manufacturers and merchants con- 
sidered oppressive the exactions authorised 
by the taxing laws. 

On the second score, many individuals 
and companies were aggrieved at the mar- 
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gin of profit permitted—and the fact that 
the administration of price control fre- 
quently became profit control—and they 
were disappointed at their inability to re- 
cover subsidies which they considered they 
were entitled to recover after the 
prices order’’ became applicable. 


‘ 


‘ceiling 


Whatever their process of reasoning, it 
is generally thought that many endeav- 
oured to retain a greater share of their 
earnings than the law allowed. But it may 
be noted that in some instances individuals 
or companies felt some justification exist- 
ed, because of defects in the income tax 
laws which operated harshly in certain re- 
spects. For example on some capital ex- 
penditure no deduction was permitted— 
such as depreciation on buildings and 
amortisation of the cost of certain altera- 
tions which added little or no value to the 
assets. 

Much of the manufacturing and com- 
merce of the nation was conducted by in- 
dividuals and private companies who faced 
an impost of 18/6 in the £ on their ‘‘top”’ 
bracket of income. It seems to have been 
a sore temptation to some to retain 100% 
—instead of 74%—on part of their income. 
Further, there is no doubt that many in- 
dustrial companies were seriously under- 
capitalised to conduct rapidly expanding 
businesses. Concealment of profits—and 
the consequent avoidance of even higher 
overdrafts which would otherwise have 
been required to pay the full tax liabilities 
—materially helped some in the complex 
problem of financing industrial expansion. 

Again, many traders genuinely disap- 
proved of the inherent limitation placed 
on the methods of valuation of trading 
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stock provided in Section 31 of the In- 
come Tax Assessment Act. This section 
reads: 

‘‘The value of each article of trading 
stock (not being livestock) to be taken 
into account at the end of the year of in- 
come shall be at the option of the tax- 
payer, its cost price or market selling 
value or the price at which it can be re- 
placed.”’ 

This seemed to permit no recognition of 
the systems of valuation based on account- 
ing methods known as L.I.F.O. or F.I.F.O., 
and traders were alarmed at the ever-in- 
«creasing costs of replaeing stocks sold. 
Remembering the disastrous experiences 
after World War I, many feared heavy 
losses on costly replacement stocks. 

I have mentioned these several factors 
because they explain the reason why in 
many businesses secret reserves were crea- 
ted during the past ten years. In some 
cases, taxation investigations have revealed 
their existence, tax has been demanded 
thereon (with penalties), and probably the 
books of account have been adjusted to 
remedy the understatements. But it is 
commonly supposed that many other cases 
of undisclosed reserves exist. 

Probably the undervaluation of stock in 
trade is the most commonly used method 
of creating secret reserves. Any inconsis- 
tency in the basis of valuation between two 
accounting periods should be disclosed if 
it materially affects the trend of profits. 

A most useful contribution to account- 
ing literature was made by Mr. A. A. Fitz- 
gerald in 1945, when he delivered a lecture 
on ‘‘Theory and Practice in Accounting 
for Commodity Stocks,’’** and a careful 
study of his lecture would be a great assist- 
ance to any professional or business man. 


TAXATION PROBLEMS ARISING FROM SECRET RESERVES 


What problems may arise in companies 
which have these secret reserves? (I am 
ignoring partnerships’ and individuals’ 
problems.) First, of course, there is the 
risk of serious taxation consequences, 
where the reserves are kept secret not only 
from the shareholders but also from the 
Tax Commissioner. Section 230 of the In- 
come Tax Assessment Act 1936-49 makes it 
an offence for the public officer or a direc- 
tor, servant, or agent of the company 


knowingly and wilfully to understate the 
company’s income. A prosecution by the 
Commissioner for such an offence may be 
commenced at any time within six years 
after the commission of the offence. 

The penalty upon conviction is not less 
than £25 or more than £500, and in addi- 
tion the Court may order the company to 





* Inaugural Commonwealth Institute of Ae- 
eountants Annual Research Lecture of the Uni- 
versity of Adelaide. 
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pay te the Commissioner a sum not exceed- 
ing double the amount of tax which would 
have been avoided. 

Thus, a private company which omitted 
income in the years of highest taxation 
might be called upon to pay in tax and 
penalty as much as £2/16/10 for each £1 
of omitted income. At the rates of tax 
now ruling, the maximum would be £2/9/6 
for each £1. 

Under Section 226 (2) of the Act, a 
similar scale of additional tax may be im- 
posed by the Commissioner, where a tax- 
payer has omitted assessable income from 
his return, or has claimed a deduction for 
expenditure in excess of that actually in- 
eurred by him. Where that section is in- 
voked, the Commissioner is not required 
first to obtain a conviction in a Court. Nor 
is there any time limit after which the 
additional tax may not be imposed—except 
that where the imposition is in an amended 
assessment, Section 170 permits the issue of 
such an amended assessment only within 
six years after the due date for the tax on 
the original assessment where the avoid- 
ance of tax is not due to fraud or evasion. 
Any assessment in which tax has been 
avoided through fraud or evasion may be 
amended at any time, and additional tax 


ANOTHER 


It would be safe to assume that the vast 
majority of secret reserves are created to 
be brought back into revenue at a later 
date—probably without disclosure or com- 
ment. In such cases another problem—and 
a serious one—may later arise. Let us as- 
sume that a company which normally 
values its stock at the lower of cost or 
market selling value decides in three con- 
secutive years to conceal £10,000 of current 
earnings by under-valuation of stock, and 
that in the fourth year, in order to conceal 
an adverse trading result, the ‘‘secret re- 
serve’’ of £30,000 in stock is released by 
stock being disclosed at full value. Let us 
suppose also that in the following year 
new capital is to be raised, and a prospec- 
tus is issued. 


The Companies Acts in most—perhaps 
all—of the Australian States 

(a) make the Directors personally liable 
for the truth and accuracy of the 
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(commonly called ‘‘penalty’’) imposed. 
The Commissioner has on numerous occa- 
sions amended past assessments of tax- 
payers back to the year ended June 30, 
1915—the first year to which Federal In- 
come Tax applied. 

The names of taxpayers who have been 
penalised for understatement of income 
are set out in the Commissioner of Taxa- 
tion’s annual report to Parliament, and 
the amount of income omitted and the pen- 
alty imposed are shown. This list of names 
—sometimes termed ‘‘The Rogues’ Gal- 
lery’’—has in recent years attracted much 
newspaper publicity. 

Profits applied to create secret reserves 
must ultimately, it would seem: 

(a) be brought back into revenue while 

the company is a going concern; or 

(b) be brought into the light upon the 

winding up of the company; or 

(c) be absorbed to conceal an equiva- 

lent amount of undisclosed trading 
losses—or perhaps capital losses; or 

(d) be ‘‘given away’’—as where stock 

which has been consistently valued 
at £3,000 below the lower of cost 
price and market value is sold at 
book value. No profit or loss on the 
transaction appears in the books of 
account—and the secret reserve 
ceases to exist. 


PROBLEM 
statements contained in the pros- 
pectus, and 
(6) require the auditor to certify the 
profits earned in a specified number 
of years immediately preceding the 
issue of the prospectus. 
What is the position of the parties in 
the case outlined? 


(a) Tue Drmectors.—They have issued 
a prospectus false in a material particular 
if they have stated the profits of the last 
year at £30,000 in excess of the true earn- 
ings. The profits of the previous three 
years have been undervalued, in the aggre- 
gate, to a similar extent. This is very seri- 
ous, and may be the cause of financial loss 
to persons who subscribe for shares. In- 
vestors are vitally interested in the latest 
earnings, as normally these are the best 
guide to what future earnings may be ¢x- 
pected. Share values are influenced most 
by the earning capacity of the company. 
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Asset backing of shares in a going concern 
is definitely a secondary consideration. 

The Directors, it would seem, in the 
event of a criminal prosecution, would be 
in a similar position to that of Lord Kyl- 
sant in the Royal Mail case—except that 
their conviction would probably be achiev- 
ed in less than nine days of trial. 

(6) Tue Avuprror.—It would seem that, 
if he knew the facts—and he might find 
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it difficult to establish that he did not— 
the auditor might be in a similar position 
to the Directors. A claim that‘ he had ‘‘ae- 
cepted the valuation of stocks on the certi- 
ficate of the Managing Director’’ might be 
of little avail, if in fact the auditor knew 
that stocks had been valued under cost, 
market selling value, and replacement cost. 
It is not unusual for the basis of stock 
valuation to be discussed with the auditor. 


LIABILITY IN A CIVIL ACTION? 


I have not examined the possible liabili- 
ties of the directors and auditors in a civil 
action for damages by a disappointed 
shareholder who subscribed for shares in 
faith of the prospectus. But I raise this 


point in another class of case. 


Assume the following facts. The Direc- 
tors of a company who experience little 
effective competition in a lucrative trade, 
desiring to conceal from possible competi- 
tors the profit-earning potentialities of the 
business, deliberately disclose to share- 
holders a profit much below true earnings, 
this being achieved by writing off to rev- 
enue substantial capital expenditure year 
by year. The company pays 12% per 
annum dividends, but if the true profits 
were revealed it could pay 25%. A share- 
holder sells his holding at the current mar- 
ket price of 75/- for fully paid £1 shares. 
Later on, learning of the company’s secret 
reserves, he sues the directors and auditors 
for damages, claiming that the balance 
sheets signed by them were accepted by 
him as true, but if he had known the facts 
he would not have sold his shares below £7 
each. What is the legal position of the 
directors and the auditor? 


I doubt if it is within the scope of this 
lecture to attempt to answer this question 
—and in any event obviously a layman is 
not qualified to do so. But it may be of 
interest to make one or two observations. 
Some of the considerations which would 
apply in such a case would be very similar 
to those in the first two charges against 
Lord Kylsant in the Royal Mail case—but 
not the third, or ‘‘prospectus’’ charge— 


GOVERNMENT 


The growing tendency of governments 
during recent years to interfere with the 
private ownership of industrial and finan- 


and to those against Mr. Morland, the audi- 
tor. Now those charges. failed—in 1931. 
And they were criminal charges—not civil 
claims. Moreover, expert evidence was 
given by eminent witnesses from the ac- 
ecountanecy profession—ineluding the presi- 
dents of the two leading bodies—who ap- 
proved of the action of the directors 
and/or the auditor of the Royal Mail Co. 
and of the form of the company’s accounts. 

But, as I have attempted to point out at 
some length, in the intervening twenty 
years professional thought on the subject 
has undergone a revolutionary change. 
The Chartered Institutes, both in Great 
Britain and in Australia, have unequivoe- 
ally advocated the disclosure by companies 
of the results of their trading, and legisla- 
tion in England now compels companies to 
prepare a profit and loss account which 
will ‘‘give a true and fair view of the profit 
or loss of the company for the financial 
year.’’ (cf. Companies Act 1947, Section 
13 (1).) 

Surely directors and auditors to-day de- 
liberately assume a grave responsibility if 
they are associated with the issue of a 
profit and loss account which seriously dis- 
torts the true results of the year’s trading 
—either by understatement or by over- 
statement. 

Any auditor who in recent years know- 
ingly permitted the directors of a company 
to undervalue stock in trade, and thereby 
ereate a secret reserve, will be placed in 
an unenviable position when, in a later 
year, the directors wish to diminish that 
secret reserve, thus inflating the true profit 
of that year. 


ACQUISITIONS 


cial concerns is a subject which requires 


‘ consideration in a discussion of secret re- 


serves. The attention given by govern- 
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ments in Britain to the transport, coal, and 
steel industries, and overseas communica- 
tions, and the Australian attempts at bank 
nationalisation should act as a warning to 
directors and shareholders of many other 
types of enterprise which might at some 
stage face government acquisition. In 
every such case just compensation should 
be available to the dispossessed share- 
holders. But there may be as many con- 
flicting views on what is just as there are 
approaches to the problem of fixing the 
compensation. 

The relevance of this statement lies in 
the fact that the creation and existence of 
secret reserves may re-act to the detriment 
of shareholders. By way of illustration I 
shall refer to the acquisition by the Liberal 
Government in South Australia of the 
assets of the Adelaide Electric Supply 
Company Limited. This company was in- 
corporated in Great Britain, but carried 
on its business almost exclusively in South 
Australia, where the bulk of its assets were 
located. 

Under its very wide constitutional 
powers, the State Parliament was able law- 
fully to pass an Act?’ establishing the 
Electricity Trust of South Australia, in 
which all the South Australian assets of 
the Adelaide Electric Company became 
vested. As far as I am aware, there was no 
precedent in any British country for the 
method adopted by the Government to dis- 
possess the -Company, a large proportion 
of whose members were resident in Great 
Britain and whose shares were registered 
on the Company’s London register. 

The new Electricity Trust did not pur- 
chase the Company’s assets or the mem- 
bers’ shares. Regardless of the wishes of 
the shareholders, the Company’s assets 
were vested in the Trust by law. A mem- 
ber could only obtain compensation for his 
loss in one way: by transferring his shares 
to the Trust. And then the consideration 
was fixed under the Act—at the Stock 
Exchange market value of the shares (or 
stock actually) on a date fixed in terms of 
the Act. 

The Adelaide Electric Company caused 
an investigation to be made by practising 
accountants, whose report confirmed the 





* Act No. 3 of 1946, as amended by No. 25 of 
1946. 
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claim of the directors that the value of the 
assets acquired by the Government-con- 
trolled Electricity Trust was millions of 
pounds more than the consideration paid 
to the stockholders based on the Stock Ex- 
change market value of their stocks, plus 
a small sum per share for assets outside 
South Australia. 

The market values of most shares listed 
on Stock Exchanges is influenced more by 
the actual rates of dividend paid than by 
the earnings of the company—i.e. divi- 
dends plus reserves—and the asset value 
or ‘‘backing’’ of the shares is given less 
significance. Accordingly, the precedent 
established by the South Australian Gov- 
ernment may prove a most dangerous one 
if, later, it or other State governments— 
perhaps unhampered by any constitutional 
requirement for ‘‘just compensation’’— 
compulsorily acquire the assets of com- 
panies which have established secret re- 
serves, and only compensate the dispos- 
sessed shareholders on a formula related 
to current Stock Exchange quotations. 
Only a week or two ago a political organi- 
sation in Melbourne was clamouring for 
Government acquisition of the undertak- 
ings of the Metropolitan Gas Co. Ltd. and 
the other gas companies. 


Suggestions — perhaps irresponsibly — 
are periodically made for government ac- 
quisition of banking, insurance, and brew- 
ing companies. An analysis of the pub- 
lished accounts for the last twenty to 
twenty-five years of some companies in 
these groups strongly suggests that, in 
some years at least, a substantial part of 
the earnings was not disclosed to share- 
holders. They may, at some later date, 
have cause to regret this. 


It is appropriate to mention here that 
the Cohen Committee reported that cer- 
tain classes of companies—namely bank- 
ing, discounting, and assurance companies 
—should be allowed to make secret reserves 
as it was in the public interest for these 
types of companies to maintain their repu- 
tation, both at home and abroad, for stabil- 
ity under all circumstances, and the exis- 
tence of secret reserves facilitated this 
stability. The Cohen Committee, however, 
recommended that although such com- 
panies should be absolved from the obliga- 
tion of showing separately reserves and 
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provisions and transfers to and from such 
accounts, their balance sheets should indi- 
cate the existence of reserves and pro- 


LEGISLATION 

The Companies Acts of all Australian 
States contain provisions relating to re- 
serves. Mr. Irish, in his latest work, 
gives the following summary”’ : 

‘*(a) Victoria requires ‘reserves’ to be 
stated in the balance sheet. 

‘“*(b) N.S.W., Western Australia, and 
South Australia—the balance sheet or ac- 
counts must show reserve funds, general 
reserves, or reserve accounts. 

**(c) Except in Queensland, the balance 
sheet must not contain a statement that a 
company has a ‘reserve fund’ unless it is 
actually existing. In N.S.W. the represen- 
tation must be accompanied by a state- 
ment showing what proportion, if any, of 
the reserve fund is used in the business. 
In Western Australia and South Australia 
the statement must show whether the re- 
serve fund is used in the business, and if 
any portion is otherwise invested, the man- 
ner in which it is so invested. The Vic- 
torian Act requires the statement to show 
the manner in which and the securities 
upon which the reserve fund is invested. 

‘‘(d) In every State except Tasmania, 
the directors’ report must show the 
amount, if any, they propose to carry to 
reserve fund, general reserve or reserve 


The Australian Accountant 


267 


visions, and their profit and loss aecounts 
should be appropriately worded so as to 
show whether any such transfers had been 
made during the period of the acecounts.”® 


IN AUSTRALIA 


account specifically in the balance sheet or 
to be shown in a subsequent balance sheet. 

‘‘(e) In N.S.W. and Queensland, the 
directors’ report must also state whether 
reserves have been drawn upon during the 
year and, if so, the purpose and amount 
thereof. 

‘*(f) In Victoria, the profit and loss ae- 
count must show the amount transferred 
to the.account from reserves or provis- 
ions.’”’ 

Mr. Irish adds: ‘‘It is clear that reserves 
and movements therein must be disclosed 
to shareholders; the auditor cannot allow 
secret reserves to pass without mention. 
Under the Companies Act he has a definite 
duty to report whether the accounts ‘give 
a true and correct view of the state of the 
Company’s affairs’ and it is submitted 
that this duty is not discharged when there 
is a deliberate and undisclosed understate- 
ment, made possible by violation of aecep- 
ted accounting principles.’’ *° 

I feel constrained to observe that if most 
auditors agree with Mr. Irish’s logical con- 
clusion, in practice it would seem to be ‘‘a 
rule more honoured in the breaeh than in 
the observance.”’ 


THE AUDITOR’S RESPONSIBILITY ON SECRET RESERVES 


The provisions of the Companies Acts in 
each State of the Commonwealth are very 
similar as regards the duties of the audi- 
tors of companies. The following is a typi- 
cal provision : 

“*The auditors shall make a report to the 
shareholders on the accounts and balance 
sheet to be laid before the Company in 
General Meeting, and must state in the re- 
port (a@) whether or not they have ob- 
tained all the information and explana- 
tions they have required, and (b) whether 
in their opinion the balance sheet referred 
to in the report is properly drawn up and 
exhibits a true and correct view of the 
state of the company’s affairs according 


si Auditing Theory and Practice (1948), page 


to the best of their information and the 
explanations given to them, and as shown 
by the books of the company.’’ 

In some States the auditor is required, 
in addition, to report on the correctness 
of the revenue accounts. A question which 
arises is whether the balance sheet of a 
company which possesses secret reserves 
can be considered to ‘‘exhibit a true and 
correct view of the state of the company’s 
affairs.’’ Mr. Barton, in his latest edition 
of Australasian Auditing, expresses the 
view that such a balance sheet does not 
comply with the requirements of the stat- 
ute. He adds: ‘‘An auditor who fails to 


* Report of the Cohen Committee, paragraph 
101. 
8 Tbid. 
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report such an omission to the shareholders 
is therefore not carrying out the duties im- 
posed upon him by a strict reading of the 
Act. It is also clear that, in the event of 
his action being questioned by One or more 
shareholders, who may claim ‘to have suff- 
ered damage by reason of his failure to 
report the omission, the onus is on the 
auditor of justifying the course adopted.”® 

Mr. Irish’s view on the auditor’s duty 
with. respect to secret reserves has already 
been quoted. He considers that ‘‘with the 
passage of time, the law has reached the 
point where non-disclosure of reserves is 
illegal.’’ °° 

In a paper entitled ‘‘The Future of the 
Accountancy Profession’’ delivered by Mr. 
de Paula at Liverpool on March 23, 1943, 
he stated that he had seen the balance sheet 
of an important engineering company 
with land, buildings, plant, machinery, 
and equipment standing at £1. The audi- 
tor’s repert stated that this balance sheet 
showed a true and correct view of the state 
of the affairs of that company. 
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In Mr. de Paula’s view, this was an ex- 
ample of the type of balance sheet which 
caused the profession to be criticised so 
much by outsiders. He considered that 
within the profession there would be three 
groups of opinion regarding that balance 
sheet. The first would be that if the direc- 
tors clearly stated that the whole of these 
fixed assets were valued at £1, and as that 
figure was well below the true figure, there 
was no need for the auditor to qualify his 
report. The second would be to the effect 
that the auditor should introduce a sen- 
tence in his report stating that in his 
opinion the true value of these assets was 
considerably in excess of the value stated 
in the balance sheet. The third, he thought 
a minority view, would be that the balance 
sheet did not show a true and correct view 
of the state of affairs of the company, and 
that it was the duty of the directors to 
render a true and full account of their 
stewardship. The auditors should there- 
fore have insisted upon a reasonable value 
being placed upon these assets, failing 
which they should have qualified their re- 
port.*! 


LEGAL DECISIONS RELATING TO SECRET RESERVES 


I have referred at length in this lecture 
to the Royal Mail case—which, in a strict 
sense, did not relate to secret reserves, but 
to the use of provisions which had proved 
to be in excess of requirements.. But there 
are two earlier British cases involving the 
establishment of secret reserves which 
should be noted. I shall refer also to re- 
cent comments in the High Court of Aus- 
tralia on secret reserves. 


The first case was Newton v. Birming- 
ham Small Arms Co. Ltd. (1906), 75 LJ. 
627. In this case certain shareholders 
sought to have a resolution declared ultra 
vires and invalid which purported to alter 
the company’s articles of association by in- 
serting provisions for the creation of a 
secret reserve or internal reserve fund. The 
article contemplated the creation of the 
internal reserve fund apart from the ordin- 
ary reserve fund, and it was intended to 
provide that the internal reserve fund 
need not be disclosed in the balance sheet. 
The investment of the fund was to be left 


2nd. Edition (1949), page 221. 
® Auditing Theory and Practice (1948), page 
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to the discretion of the directors, and it 
was to be used by them as they thought fit. 
Although the auditors were to be given de- 
tails of the fund and were to see that the 
article was carried out, they were not em- 
powered to disclose any information to 
shareholders. The plaintiffs succeeded and 
the decision of the Court indicated that in 
view of the auditor’s duties under the 
Companies Act it was ultra vires to resolve 
that the auditor must withhold all infor- 
mation from the shareholders as to the 
manner in which the true state of the com- 
pany’s affairs was affected by facts relat- 
ing to the internal reserve fund. 

Mr. Irish, in Auditing Theory and Prac- 
tice, states that the decision implies that 
it is an auditor’s duty to report to the 
shareholders on the existence and treat- 
ment of secret reserves.*” 

In the course of the judgment of Buck- 
ley, J., there appears a dictum which has 
been severely criticised, particularly im 
more recent years. The passage to which I 
refer reads: 


= Developments in Accounting, page 211. 
@npage 184. 
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Secret Reserves—continued 


‘Tf the balance sheet be so worded as to 
show there is an undisclosed asset, the ex- 
istence of which makes the financial posi- 
tion better than shown, such a balance 
sheet will not, in my judgment, be neces- 
sarily inconsistent with the Act of Parlia- 
ment. Assets are often, by reason of pru- 
dence, estimated, and stated to be esti- 
mated, at less than their probably real 
value. The purpose of the balance sheet is 
primarily to show that the financial posi- 
tion of the company is at least as good as 
there stated, not to show that it is not or 
may not be better.’’ 


The criticism of the last sentence in par- 
ticular probably reflects the changed views 
in professional and business circles in the 
past forty years—particularly since the 
Royal Mail case—rather than the correct- 


ness of the view expressed by so eminent 
an authority as Mr. Justice Buckley hav- 
ing regard to the state of the law in 1906. 

The other case is Young v. Brownlee & 
Co. Ltd. and Others (1911), 1 S.L.T. 303. 
Young, a shareholder, brought an action 


against the company, whose business was 
that of timber merchants and sawmillers, 
and against the directors. He asked the 
Court to find that the company and the 
directors, in issuing balance sheets, were 
bound to show the true and correct posi- 
tion of the affairs of the company, and 
were not entitled to value stocks of timber 
etc. at less than true value. He claimed 
that the company was by these means 
stating its assets at less than their true 
values with the object and result of con- 
cealing that profits had been earned in ex- 
cess of that disclosed in the balance sheet. 
The shareholder claimed that the values of 
stocks from 1897 onwards had been arrived 
at after deductions ranging from 23% to 
16% had been made, and that from 1902 
onwards had been calculated by a different 
method from that adopted prior to that 
year. No fraud or dishonesty was imputed 
against the directors, who, by the articles 
of association of the company, were given 
the usual powers to make reserves. 

In deciding that the action of the direc- 
tors and the company was not ultra vires 
the Court made comments which may be 
contrasted with modern views. Thus, in 
the judgment of Lord Dundas, it is stated: 
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*‘T am not at all prepared to lay down 
as a general proposition that it is illegal 
for directors to make a low valuation of 
stock or other assets, in order to create a 
reserve in view of future or contingent 
liabilities. I think such action is prima 
facie within the region of their discre- 
tion.’’ 

And Lord Kinnear: 

**Now I think the main consideration in 
answer to that objection is that it is just 
as much the business of the directors to 
consider by what method they are to strike 
a balance of profit and loss so as to leave 
a safe margin with a view to the financial 
stability of the Company, ‘as it is to esti- 
mate the actual value of the stock at a 
particular time.”’ 

Hardie Investments Pty. Ltd. v. The 
Commissioner of Taxation (N.S.W.), 3 
A.L.T.R. 253 and 461, was an important 
income tax appeal which in 1946 was heard 
in the first instance by Mr. Justice Owen 
in the Supreme Court of New South Wales 
and later, on appeal, by the Full High 
Court. The taxpayer succeeded in his 
claim for exemption from income tax in 
respect of bonus shares received as a result 
of capitalisation of profits arising from the 
revaluation of assets not acquired for the 
purpose of resale at a profit. The head- 
note to the report of the case indicates that 
the taxpayer was a shareholder in a com- 
pany which in 1936 was carrying on a 
highly successful business. Over the years 
prior to 1936 the operating company had 
pursued a policy of devoting substantial 
sums to writing down the book values of 
its assets. By 1936 the values of some at 
least of the assets were stated at almost 
nominal figures. This policy was actuated 
by a desire to provide substantial inner 
reserves and to keep the disclosed profits 
as low as possible lest rivals should be en- 
couraged to enter the field in which the 
company was operating. In 1936 the direc- 
tors resolved to write up the book values 
of the assets to figures which would more 
nearly agree with their real values. The 
new values in fact placed upon the assets 
were below their real values. 

Mr. Justice Owen considered that the 
policy followed by the company was a mat- 
ter of business prudence and in accord- 
ance with a common practice in well- 
managed companies to understate rather 
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Secret Reserves—continued 

than to overstate the value of assets. 
Latham, C.J., stated that the action of the 
company was in accordance with recog- 
nised commercial practice. In none of the 
judgments delivered in either Court was 
any doubt cast upon the propriety of the 
company’s action. 

The case of Dizon v. The Federal Com- 
missioner of Taxation, 62 C.L.R. 687, con- 
cerned a Federal provision similar to the 
State law under consideration -in the 
Hardie Investments case, which provision 
was described as being ‘‘intended to recog- 
nize, and based upon a recognition of the 












The references to the Hardie Invest- 
ments and Dixon cases prompt me to point 
out an anomalous benefit which may be 
derived by shareholders in companies 
which have created secret reserves in re- 
spect of fixed assets. If the operating com- 
pany referred to in Hardie’s case had not 
written down its fixed assets by sums sub- 
stantially in excess of proper depreciation, 
its disclosed reserves or appropriation ac- 
count would have been correspondingly 
higher. Had part of the profits in such re- 
serves or appropriation account been capi- 
talised, the paid-up value of the bonus 
shares issued would have been liable to in- 
come tax. This follows from the fact that 
all bonus shares are taxable as dividends 














The principal English Companies Act 
prior to the 1948 Act was passed in 1929. 
In 1934 South Australia enacted a new 
principal Companies Act (the first for 
forty-two years) and this incorporated 
many of the new English provisions. 
Queensland had passed a new Act in 1931, 
and within the next few years all the other 
Australian States except Tasmania had 
similarly enacted new principal Acts. 

In Section 149 et seg. and in the Eighth 
Schedule of the 1948 English Companies 
Act, the minimum of information to be dis- 
closed in accounts and balance sheets is set 
forth in considerable detail. As Mr. T. B. 
Robson observed in an address to members 
of the Institute of Chartered Accountants: 

‘The Companies Act 1948, whether we 
like it or not, marks an epoch in account- 
ing history. Its accounting concepts and 
provisions are largely those which our own 
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PROBABILITY OF FURTHER LEGISLATION ON ACCOUNTS 


well known company practice of valuing 
assets conservatively.’’ 

These two cases are among the most re- 
cent in which the High Court has ex- 
presSed an opinion relating to this practice 
by companies. But they each related only 
to a claim for an income tax exemption, 
and it should not be assumed that the 
Courts would necessarily describe a com- 
pany’s action in creating secret reserves as 
‘*a common practice in well managed com- 
panies’’ if the litigation were a civil action 
involving the loss suffered by a shareholder 
in the company whose directors had 
created the secret reserves. 


AN INCOME TAX ANOMALY 


except the specific classes mentioned in 
Section 44 (2) (b) (iii) of the Income Tax 
Assessment Act 1936-49, viz., shares issued 
by a company capitalising profits: 

(a) arising from the revaluation of 
assets not acquired for resale at a 
profit, or 

(b) from share premiums. 

The law was substantially different up 
to 1934. However, shareholders in a com- 
pany which deliberately wrote down its 
fixed assets excessively merely to be able 
to reveal a profit on revaluing them might 
fail in a claim for exemption under Section 
44 (2)(b) (iii) for the paid-up value of 
bonus shares issued in consequence of such 
revaluation. . 


Institute recommended, and . . . I would 
say that our experience of the last fifteen 
months gives solid ground for hope and 
belief that it should largely achieve what 
it set out to do.’’ 3% 

The new accounting provisions of the 
English Act and the Eighth Schedule and 
the audit clauses are too long to reproduce 
here—and go beyond the scope of this lec- 
ture. However, the emphasis is on dis- 
closure of information, not concealment, 
and consistency in the application of ac- 
cepted accounting methods. 

It would appear probable that during 
the next few years all Australian States 
will amend their Companies Acts in order 
to revise the accounting and audit pro- 
visions. The influence of the 1948 English 
Act and the report of the Cohen Commit- 





%8¢< Fifteen Months’ Experience of the Com- 
panies Act 1948,’’ page 29. 
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Secret Reserves—continued 

tee on which it was based will be strong. 
Professional, commercial, and industrial 
leaders might well, in the interim, closely 
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study the English provisions. There are 
several good text books already available. 
I have found one by Magnus and Estrin** 
very helpful. 


CONCLUSION 


I have endeavoured to indicate the com- 
plete change during the past twenty-five 
years in well-informed opinion on the sub- 
ject of undisclosed reserves. As Mr. A. A. 
Fitzgerald recently said: ‘‘The doctrine of 
caution (miscalled the doctrine of conser- 
vatism) in accounting statements is now 
almost completely discredited although I 
think a few years ago it was accepted with- 
out question by the great majority of ac- 
countants and company directors. Its place 
has been taken by the doctrines of dis- 
closure and consistency. . . .’’ 5 

Unfortunately the doctrine has not been 
universally accepted. There are still pro- 
fessional men and company directors whose 
views on stock inventories are reminiscent 
of Professor Hatfield’s chickens. Practis- 
ing accountants in particular are faced 
with serious responsibility if they advocate 
views which must now be regarded as quite 
opposed to orthodoxy. The significance of 
the reeonimendations of the Chartered In- 
stitutes in England and in Australia, the 
recommendations of the Cohen Committee 
which were largely based on the English 
Institute’s views, the enactment of the 
English:Companies Acts of 1947 and 1948 
in which the provisions relating to accounts 
are so largely framed on those recommen- 
dations, are all matters of which every 
practising accountant must take cogniz- 
ance. 

Again to quote Mr. Fitzgerald: ‘‘This 
substitution of disclosure and consistency 
for ‘conservatism’ has taken some account- 
ants unawares, though it has been urged 
by many teachers and comparatively few 
practitioners for twenty or thirty years.’’*® 
H. A. Finney, in an admirable summary of 
the American viewpoint, sets out eight 
principal rules for avoiding unwarranted 
conservatism and maintaining consistency. 
He concludes with this observation, under 
the heading ‘‘Cum grano salis. .. . Perhaps 
one rule should be given to the reader of 
financial statements : take them with a grain 
of salt. In the first place .. . they are toa 
very considerable extent matters of opinion 
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‘‘Tnherent Limitations of Accounting,” Aus- 
tralian Accountant, April, 1949, page 115. 
*Tbid., page 195. 


based on estimates. . . . Second some men 
are liars.’’ 37 This can scarcely be classed 
as an overstatement in a book designed for 
laymen and students, and he later observes 
that ‘‘secret reserves are generally recog- 
nised to be improper.’’ *8 

It is comforting to have the authority of 
the Cohen Committee for the view that 
abuse by directors acting in their own in- 
terests in the creation and use of secret 
reserves have been rare, but most will agree 
with de Paula that directors have been un- 
duly apprehensive regarding the effect that 
disclosure of full information in com- 
panies’ accounts might have upon share- 
holders, employees, customers, competitors, 
and the community generally. 

I have endeavoured to indicate the 
troubles which may be in store for tax- 
payers where secret reserves have been 
created in their accounts over a period of 
years—except, of course, in the minority 
of cases where such reserves have been dis- 
closed to the Tax Commissioner but not 
to the shareholders. The problems arising 
where a prospectus may be issued by a 
company in the accounts of which secret 
reserves have been created or used, have 
also been indicated. 

If this lecture prompts some further 
consideration by professional and business 
men concerning these problems, and of the 
vexed question of whether in the present 
state of the law and well informed opinion 
to-day it is necessary to disclose not only 
increases or decreases in secret reserves in 
any year, but the existence of such reserves 
built up perhaps over a long period, I 
think that my purpose will have been ful- 
filled. In any event the probability of 
legislation in Australia during the next 
few years defining more closely the form 
and content of published accounts and the 
responsibilities of directors and auditors 
in respect thereof make it desirable that 
further study be undertaken very soon in 
the interests of many. 

*<¢<The Companies Act 1947,’’ by S. W. Man- 
gus and Maurice Estrin, 1947; Butterworth & Co. 

** General Accounting (1946), Operating Profits, 
page 159-60. 

*Tbid., page 347 
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VARIATION OF COSTS WITH VOLUME 


by 
WALTER B. McFAruAnp 


Supervisor of Research, National Association of Cost Accountants, New York 
[In the May, 1948, issue of The Australian Accountant, Mr. G. T. Webb commented critically 


on the use by accountants of the break-even chart. That the subject of Mr. Webb’s comments 
was of particular interest in Australia was later shown by articles by Mr. Walter Scott, in 
the issue of March, 1949, and by two articles by Mr. A. Forster, in the issues of June, 1949, 
and October, 1949. In the October, 1949, issue there was reprinted, with the kind permission 
of the author and the American Economic Association, an article by Professor Joel Dean, 
entitled ‘‘Cost Structures of Enterprises and Break-Even Charts,’? which had originally 


appeared in the American Economic Review. 


Walter B. McFarland, Supervisor of Research, 


This interest attracted the attention of Mr. 


National Association of Cost Accountants, 


New York, who offered to prepare for publication in The Australian Accountant a summary 
of three reports recently published by the N.A.C.A. Mr. McFarland’s summary is a valuable 
contribution to discussion on a subject which seems certain to become increasingly important 


in Australian industrial studies. 


It is published below, with the Editor’s grateful ack- 


nowledgment of Mr. MeFarland’s kindly interest in The Australian Accountant and in 


accounting research in Australia. 
the N./ 


Incidentally, the brief description given in the article of 
A.C.A’s. research procedure will itself be of great interest, and considerable envy, to 


those Australian accountants who are apt to be impatient at the slow progress of accounting 
research in this country.—Ed. | 


The return of competition for the con- 
sumer’s dollar in the post-war economy re- 
quires that costs be planned and controlled 
if profits are to be realized. One of the 


important factors that must be considered 
in such planning and control is volume of 


sales and production. Accordingly, the 
Committee on Research of the National 
Association of Cost Accountants initiated 
a study covering techniques which the ac- 
countant can use to analyze and present 
information about the variation of costs 
with volume. In preparing the study, fifty 
companies in various lines of industry 
were visited to learn how they actually 
used the techniques of analysis being 
studied.* The following summary of con- 





*A brief descrintion of the Association’s procedure in 
research may be of interest. The research programme is 
Ft uided by a committee of 30 members of the Association. 

his committee initiates projects for study and supplies 
guidance and suggestions. Most of the actual spade work 
of gathering information, writing reports, and editing is 
done by a salaried research staff. Field interviews are 
employed extensively to collect information about current 
accounting practice. For example, in the present study 
members of the research staff spent approximately a day 
at the offices of each of the 50 companies learning how 
these companies deal with problems covered by the study. 
When a study reaches a point where a report can be 
written, a preliminary draft of this report is reviewed 
at a meeting of the Committee on Research. Suggestions 
offered by members of the committee are discussed and 
the decisions reached are used by the staff in revising 
the draft. When the draft receives general acceptance by 
the committee it is published and sent to all members of 
the Association. In accordance with a policy of the 
Association, research reports are not presented as 
authoritative statements of principles or procedure, since 
it is felt that progress in accounting will be most rapid 
if each accountant is free to develop his own methods 
unhampered by rules which might tend to limit his 
exercise of initiative in making the best use of account- 
ing techniques for his own purposes. 


clusions reached in the study has been 
written with the thought that it may be of 
interest to accountants in Australia.t 


Objectives of Cost Variation Studies 


Information about the variation of costs 
with volume is significant to management 
because volume is an important factor in 
budgetary planning, in pricing, in current 
cost control, and in costing inventories. 
The usual profit and loss statement shows 
only what costs and revenues were at one 
specific rate of activity. Supplementary 
techniques for determining the relation- 
ships between costs, volume, and _ profits 
over a range of activity rates extend the 
usefulness of the cost accountant’s work. 
These techniques are the cost-volume-profit 
analysis,* various types of marginal bal- 
ance calculations, the flexible budget, and 
predetermined overhead rates set by a 
study of volume conditions. While each 
has its own field of usefulness, they all 
have one characteristic in common: that is, 
they are based upon a study of the manner 
in which costs respond to changing volume. 





¢ The full text appears in three related reports, viz.: 
“The Variation of Costs with Volume,” “The Analysis of 
Cost-Volume-Profit Relationships,” and “The Volume 
Factor in Budgeting Costs.’’ Copies of these reports are 
available from the National Association of Cost Account 
ants, 505 Park Avenue, New York. 

* The term “break-even analysis” is sometimes applied 
with similar meaning. However, the type of analysis 
here under consideration includes much more than de 
termination of a break-even point, and the above term 
was chosen because it seems more suggestive of the 
scope of the techniques employed. 
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Variation of Costs with Volume—continued 


In planning for the future, management 
is concerned primarily with finding that 
combination of revenues, costs, and volume 
which will be most advantageous to the 
company. For this purpose management 
needs estimates of what costs, revenues, 
and profits are likely to be with various 
alternative combinations of prices, produc- 
tion, and marketing methods. This requires 
analysis of cost-volume-profit relationships 
under different sets of assumed conditions. 
Results from such studies are commonly 
summarized in the form of break-even 
charts and in statements which show the 
contribution to fixed costs and profit after 
deducting variable costs from sales income. 
When definite plans for the coming period 
have been developed, these plans are 
usually embodied in the master budget. 
This budget constitutes an over-all plan in 
which activities of the company have been 
co-ordinated at the volume expected for the 
budget period. Where fluctuations in rate 
of activity are expected to occur during 
the period covered by the master budget 
it is desirable to supplement the annual 
budget with short-period cost control bud- 
gets in flexible form. Otherwise, changes 
in volume may seriously weaken usefulness 
of the budgets for cost control. 


Determination of profit requires appli- 
cation of costs to units of product as a 
basis for separating the costs applicable to 
units sold from the costs remaining in in- 
ventory. Since accountants commonly re- 
gard a unit cost which fluctuates with 
volume of production to be unsatisfactory 
for costing inventories, it is necessary to 
select the volume to be used as the basis 
for calculating unit costs. Selection of 
the volume at which fixed costs are to be 
absorbed by production is an important 
problem in profit determination. 


Terminology of Cost Variation 


_Early in the study it was seen that prac- 
tical applications of information about the 
variatioh of costs with volume need to rest 
upon a reliable classification of costs as 
fixed or variable. Hence the study began 
With an analysis of the concepts which 
underlie the accountant’s usage of these 
two terms. Investigation of the factors 
Which cause some costs to be independent 
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of volume led to the conclusion that fixed 
costs originate in the provision of capacity 
to do business and in efforts to get busi- 
ness. Thus fixed costs arise from possession 
of long-lived assets which result in continu- 
ing charges such as depreciation and pro- 
perty taxes, from maintenance of an 
organization which is kept intact regard- 
less of whether or not it is fully utilized at 
the moment, and from decisions to make 
expenditures for research, advertising, etc., 
as a matter of policy. The amount of the 
fixed costs depends upon the volume of 
business for which provision has been made 
and also upon the methods chosen to 
handle this business. As an example of 
the latter, a plant may be built which is 
large enough to produce the required 
volume on a single-shift basis or the same 
volume may be produced with a smaller 
plant working two or three shifts per day. 

Over a short period of time fixed costs 
tend to continue more or less independent- 
ly of fluctuations in actual volume. How- 
ever, fixed costs are fixed only by decisions 
which management has made and changes 
in these decisions can change the costs. For 
this reason a cost classification which 
designates specific costs (or portions there- 
of) as fixed is based upon the assumption 
that production facilities, methods, poli- 
cies, and prices of cost factors will remain 
unchanged. Within the normal range of 
volume and for a limited time this assump- 
tion is usually sufficiently realistic for 
most practical purposes. When it is known 
that these assumptions do not fit the facts, 
a different computation of costs must be 
made. 


In addition to costs associated with pro- 
ductive facilities which are provided and 
kept in readiness more or less without re- 
gard for the volume of production and 
sales at a given time, there are factors of 
cost which are provided in a quantity pro- 
portionate to the current volume of busi- 
ness. Among these are materials and cer- 
tain kinds of labor, supplies, and services. 
These costs which tend to vary with volume 
or which management plans to control with 
volume are the variable costs. Rates at 
which variable costs change with volume 
are based upon assumptions which are 
similar to those which must be made in de- 
termining amounts of fixed costs. Thus it 
is assumed that prices of variable cost fac- 
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Variation of Costs with Volume—continued 


tors, manufacturing methods, operating 
efficiency, and product mixture remain 
constant. 

While some costs are semi-variable, or 
display both fixed and variable character- 
istics, the study showed that it is general 
practice to break these costs up into fixed 
and variable components for purposes 
which call for information about the varia- 
tion of costs with volume. 


Methods for Determining Fixed and 
Variable Components of Costs 


Three methods for measuring the varia- 
tion of costs with volume are described in 
the study. They are: 

(1) Inspection of the company’s chart 
of accounts and assignment of costs 
to fixed or variable categories ac- 
cording to the type of cost repre- 
sented by each account. By this 
method a number of costs which are 
known to be wholly fixed or wholly 
variable can be quickly classified. 
The remaining costs can then be 
studied individually by the follow- 
ing methods. 

Statistical analysis of previously re- 
corded costs, using scatter charts 
and perhaps other simple techniques 
of correlation analysis. Results ob- 
tained by this method may be ob- 
secured by dynamic changes which 
have affected costs and they are 
limited by the fact that past costs 
may reflect poor control and ineffi- 
ciencies which management desires 
to eliminate in the future. Never- 
theless, past experience can be a 
valuable guide if not used uncriti- 
cally. 

Industrial engineering studies to 
determine how costs should vary 
with volume. Objective study of 
needs for labor, supplies, and ser- 
vices at various volumes character- 
izes this method. The results are 
standards, often expressed in man- 
hours, pounds of material, ete., be- 
fore conversion into dollar costs. 


In practice these three methods are ordin- 
arily used together. 


Analysis of Cost-Volume-Profit Relation. 
ships 


After the effect of volume on individual 
costs has been determined, it is possible to 
use this information to study the relation- 
ships between costs, volume, and profits 
for the company as a whole and by product 
lines. When these analyses are presented 
in the form of break-even charts or sun- 
marized in a few key figures, management 
ean readily visualize relationships that 
would otherwise seem complex and difficult 
to grasp. A number of the companies in- 
terviewed in the study employ the same 
charts for educational purposes in explain- 
ing to supervisory personnel how costs and 
profits hehave under conditions of varying 
volume. 

While techniques of analysis and chart- 
ing have been adequately described in ae- 
counting literature, it was found that in- 
sufficient attention has been given to the 
questions of reliability and interpretation 
of results obtained from cost-volume-profit 
analyses. Reliability depends largely upon 
the original data from which analyses are 
prepared. In practice the data available 
often have serious limitations which need 
recognition. The study showed that when 
fiexible budgets and standard costs are 
available, these provide the data needed 
for the cost-volume-profit analysis. Where 
detailed studies of the variability of costs 
with volume have not been made, the 
amounts of fixed and variable cost may be 
estimated, but rough methods for deter- 
mjning how costs vary with volume neces- 
sarily produce results which are less re- 
liable than those prepared from more ac- 
curate data. In a majority of the fifty 
companies whose methods were studied, 
break-even chart represents the budget 
rather thaa actual costs and revenues of 
any given period. 


Interpretation of Cost - Volume - Profit 


Analyses 

In the use of charts and figures derived 
from analyses of cost-volume-profit rela- 
tionships, it is necessary to recognize that 
volume is only one among many factors 
which cause costs and sales revenues 
vary. A given break-even chart assumes 
that selling prices, sales mix, costs, and 
other non-volume factors remain constant 
during the period for which the chart is ap- 
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Variation of Costs with Volume—continued 
plicable. Break-even points which are quite 
different can be obtained by varying these 
underlying assumptions and each of these 
break-even points is equally valid for the 
specific assumptions made. In actual cir- 
ecumstanees, the underlying non-volume 
factors are seldom stable for long and it 
is therefore necessary to revise the figures 
derived from previous analysis and to 
draw new break-even charts. The field 
study indicated that most companies do 
this for each budget period or whenever 
the budget is revised. Some companies 
which had experienced conditions of par- 
ticularly rapid change stated that they had 
found break-even charts became obsolete 
too soon to justify their preparation. One 
of these companies used the term ‘‘break- 
even area’’ rather than break-even point 
and carefully cautioned executives that the 
actual break-even point was likely to be 
within a range of ten per cent above or 
below the figure calculated. 


‘in accountant for another company 
pointed out that techniques of cost-volume- 
profit analysis can help provide answers to 
many questions which begin with ‘‘ What 
would happen if ... ?’’ In facet, the 
analysis often brings out the need for cer- 
tain changes in order to protect the com- 
pany’s profits. Charts can be drawn or 
relationship figures determined for testing 
alternatives in planning which involve dif- 
ferent combinations of costs, selling prices, 
and sales mix. 

The study states that there is reason to 
believe that the significance of the break- 
even point has been overemphasized and 
that other statistics derived from the cost- 
profit-volume analysis are likely to be more 
useful to management. When the break- 
even chart is based largely upon experi- 
ence at volumes well above the break-even 
volume, fixed costs are usually somewhat 
greater than they would be if volume 
should drop to or near the indicated break- 
even level. If it seems likely that volume 
will remain low for a considerable time, 
most companies revise their budgets to re- 
duce fixed costs and thereby lower their 
break-even point. 

While the effect of changes in prices, 
manufacturing facilities, ete., can be con- 
Veniently illustrated by determining how 
they shift the break-even point, it may. be 


Adjusting Cost Control 
Volume Changes 
Even when the overall forecast of volume 
comes close to the actual volume, organiza- 
tional subdivisions of a company often ex- 
perience substantial fluctuations in activity 
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more important to management to know 
what effect such changes will have on 
profits at the present or the anticipated 
volume of sales. For this purpose the mar- 
ginal income ratio and marginal balance 
figures are often the most significant data 
derived from the analysis. Particularly 
when studying cost and profit variation by 
products, the necessity for allocating many 
common costs on more or less arbitrary 
bases causes break-even figures to have 
only limited reliability. On the other hand, 
marginal income ratios can be developed 
for individual products, plants, sales, ter- 
ritories, and other such units without allo- 
cation of common costs. 


The Volume Factor in Budgeting 


In budgeting, an estimate or forecast of 
volume usually serves as the starting point 
in planning the cost of manufacturing and 
selling activities. The budget constitutes 
an over-all plan in which activities of the 
various departments of the company have 
been co-ordinated at the volume expected 
for the budget period. This period is 
usually the company’s fiscal year, although 
in some cases a shorter period represent- 
ing a natural operating cycle for the com- 
pany is used. The study showed that most 
companies find that a twelve-month fore- 
cast of volume can be used as the basis for 
over-all planning, but that from one to 
four months is as far ahead as estimates 
can be made with sufficient certainty for 
production scheduling and cost control 
purposes. Hence they supplement the 
annual budget with short-period budgets. 
These short-period budgets are largely an 
instrument which departmental supervis- 
ors use to plan and control the detailed 
operations of their segments of the com- 
pany. 


Budgets for 


during the annual budget period. Where 
such fluctuations in volume occur the 
monthly cost control budgets must be ad- 
justed to the current volume, for otherwise 
changes in volume may seriously weaken 
usefulness of the budgets for cost control. 
Unless these adjustments are made 





276 The Australian Accountant 


Variation of Costs with Volume—continued 


promptly, there may be a costly lag in the 
company’s ability to bring its costs into 
line with changes in volume. 


Flexible budgeting techniques provide a 
ready means for adjusting budget allow- 
ances to volume experienced in a given 
budget period. The essential characteristic 
of flexible budgeting is predetermination 
of the changes in costs which should occur 
with changes in volume. Costs are classi- 
fied as either fixed or variable, with the 
semi-variable costs being broken down into 
their fixed and variable components. The 
rates at which variable costs should vary 
with volume are determined by methods 
described earlier. As a result, flexible cost 
standards are developed which express 
each cost as an amount of fixed cost plus 
a rate per unit of volume to represent the 
variable component. Through possession 
of this underlying data in the files of the 
budget department, departmental budgets 
ean be prepared quickly for the actual 
volume experienced each month. 

In actual application of the flexible bud- 
gets for purposes of cost control, depart- 
ment heads and foremen are given produc- 
tion schedules for a month or other com- 
paratively short period in advance. While 
an advance budget based upon the sched- 
uled volume is not ordinarily prepared, the 
foreman is provided with a copy of the 
flexible expense standards which have been 
established for his own department. By 
reference to this material he can readily 
determine for himself what his costs should 
be for the expected volume. In most cases 
he has participated in setting these stan- 
dards, and is therefore familiar with plans 


which have been made for controlling costs 
with volume. At the end of the month he 
receives a report showing how actual costs 
compare with budget allowances for the 
actual volume of production. This report 
is prepared by the accounting department, 
using the previously-set flexible standards, 


Co-ordination of Budgets 


In most of the companies interviewed 
during the study the first budget developed 
was usually a financial budget based upon 
a planned or forecasted volume. While 
helpful for planning and co-ordination of 
activities, these budgets were often unsatis- 
factory for purposes of cost control. The 
principal reason for this shortcoming was 
inability to forecast volume with sufficient 
accuracy. In order to provide better bud- 
gets for control of costs, flexible budgets 
were then introduced. 

In the beginning, the flexible budgets 
were often viewed as part of a standard 
cost plan for control of factory costs which 
was frequently unrelated to the over-all 
budget. Eventually the flexible budgets 
and the master budget were co-ordinated 
by using the standard costs both for the 
short-period control of costs and for build- 
ing up the over-all cost totals in the master 
budget. Where the volume used in prepar- 
ation of the master budget differs from the 
volume used in developing standard costs, 
a volume variance is included in the master 
budget. Thus, in most of the companies 
interviewed, historical development of the 
budgets has been characterized by pro- 
gressive integration of planning, cost con- 
trol, and product costing operations which 
had first been separate and often unre- 
lated. 
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BOOK REVIEWS 


The Measurement of Profit: F. Sewett Bray; Oxford University Press, 1949. 


Pp. viii + 80, price 10/6 stg. 


Social Accounts and the Business Enterprise Sector of the National Economy: 
F. SeweLt Bray; Cambridge University Press, 1949. Pp. viii + 100, price 10/6 


stg. 

The publication of these two volumes 
about the middle of 1949 is significant of 
developments which will be of far-reaching 
consequence in both economics and ac- 
countaney. They represent the fruits of 
work first begun by the research committee 
of the Society of Incorporated Account- 
ants and Auditors (of which Mr. F. Sewell 
Bray was a member) in 1946 and since 
continued by Mr. Bray as Senior Nuffield 
Research Fellow in the Department of Ap- 
plied Economies in the University of 
Cambridge. 

Their significance is two-fold. Mr. 
Bray’s appointment at Cambridge was it- 
self a clear indication of the new import- 
ance attached by economists to national 
income and social accounting studies, and 
the nature of his work there, as evidenced 
by these publications, is an equally clear 
demonstration of the fact that, at long 
last, an organised and continuing effort 
is being made to reconcile the approaches 
of the accountant and the economist to 
problems of common interest, such as the 
measurement of profit and the design of 
accounts to facilitate their aggregation for 
social accounting purposes. 

Accountants throughout Australia who 
heard Mr. Bray’s Commonwealth Institute 
research lectures in the several Australian 
universities last year had what was to 
many of them their first opportunity of 
learning at first hand of the work which 
he is doing in this field. The appearance in 
Australia at the present time of these two 
volumes is opportune because they follow 
so closely on his Australian lecture series 
and thus serve to keep alive the interest 
which the lectures created in this country. 


‘The Measurement of Profit’’ includes 
a short preface by Mr. J. R. N. Stone, 
Director of the Department of Applied 
Economies in the University of Cambridge, 
in which he directs particular attention to 
the different standpoints of the economist 
and the orthodox accountant on the two 


main issues, depreciation and stock valua- 
tion; and three chapters: an introductory 
chapter on the nature of accounting and 
the importance of closer examination of 
the relation between accounting and eco- 
nomics, a chapter on the nature of income 
and capital, and a chapter on the nature 
of profit. 

‘*Social Accounts and the Business En- 
terprise Sector of the National Economy”’ 
also has a preface by Mr. Stone, explaining 
the origins of the work being done at Cam- 
bridge in laying an accounting foundation 
for national income statistics. Then follows 
a chapter on the double-entry system and 
its purpose, the ‘‘originating structure of 
accounts’’ developed by Mr. Stone in his 
memorandum on Definition and Measure- 
ment of the National Income and Related 
Totals, as a working system of social ac- 
counts, a section giving the originating 
reconciliations (in the form of journal en- 
tries) showing the interrelationships be- 
tween items in the originating structure 
of the accounts of the several sectors of the 
national economy.* The next section gives 
the opening and closing adjustments to the 
originating structure for debtors, credi- 
tors, unexpired payments, accrued ex- 
penses and the like so as to give fuller 
recognition to the accrual method of ac- 
counting. Section V sets out the opening 
and closing current assets and current lia- 
bilities; Section VI, a schedule of balances 
showing the constituent items in each 
group; Section VII shows the ‘‘revised’’ 
system of accounts, that is, the ‘‘originat- 
ing structure’’ adjusted to conform with 
accounting presentation of accounts; Sec- 
tion VIII gives an explanation of the items 
in the revised system of accounts; Section 
1X, the business enterprise sector balance 
sheets; and Section X, a glossary of ac- 
counting terms used. There are also appen- 

* The sectors are: productive enterprises, finan- 
cial intermediaries, insurance and social security 
agencies, final consumers, and ‘‘the rest of the 
world.’’ 
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Book Reviews—continued 

dixes on Provisions for Depreciation and 
Obsolescence and Inventories, and a sug- 
gested form of business enterprise account- 
ing return, giving suggested detailed 
classifications of the items in the revised 
system. 

The revised system of accounts covers a 
profit and loss account, divided into an 
operating section and a non-operating sec- 
tion, an appropriation account, a ‘‘rest- 
ing’’ account, summarizing movements in 
balance sheet groups, and a balance sheet. 

Thus, starting from Mr. Stone’s working 
system. (the ‘‘originating structure’’), Mr. 
Bray shows, in a series of steps, how the 
double-entry system and the accrual 
method of accounting may be used ‘‘to 
reconcile the technique of the trained ac- 
countant with the conceptions of the econo- 
mist,’’ and concludes with a revised system 
of accounts on that basis, including a bal- 
ance sheet (which was not included in the 
originating structure). 

Altogether the work is a convincing 
demonstration of the adaptability of the 
double-entry technique to social accounting 
purposes—one more demonstration of the 
extraordinary flexibility of this system, the 
origins of which are lost in antiquity but 
which has so far proved capable of meeting 
any demand that has been placed upon it. 
Accountants will find it a fascinating 
exercise to trace the revision of the system 
of accounts through the steps in Mr. 
Bray’s exposition and, in doing so, they 
will inevitably gain a new appreciation of 
the virtues of double-entry no less than of 
the objectives and methods of social ac- 
counting. 

The discussions of -accounting theory 
and accounting terminology in these two 
volumes are as important and as interest- 
ing as the practical applications, and it is 
mainly from this standpoint that the two 
volumes are reviewed together. 

Some examples may be mentioned. In 
**Social Accounts’? Mr. Bray speaks of 
“‘the need for some common terminology 
which will convey like ideas to both econo- 
mists and accountants.’’ The danger, of 
course, is that we may use common termin- 
ology which conveys unlike ideas. Clearly 
much work needs to be done in this respect 
by collaboration between accountants and 
economists, and Mr. Bray and his col- 
leagues at Cambridge have made a most 
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valuable beginning. Particular interest at- 
taches to the glossary of terms in ‘‘Social 
Accounts,’’ in which such controversial 
terms as current assets, capital, and de- 
preciation, and such (to the accountant) 
novel terms as fixed asset formation, inven- 
tory formation, and resting account are 
defined. Mr. Bray would substitute the 
term ‘‘circulating capital’’ for ‘‘working 
capital’’—a substitution which appeals not 
only because it is clearer and more in keep- 
ing with the accounting use of the word 
‘‘capital,’’ but because it more closely cor- 
responds with economic language. One 
would like to know more of what is in Mr. 
Bray’s mind concerning the distinction 
between a deferred charge (a ‘‘fixed” 
asset) and an ‘‘unexpired payment’’ (a 
eurrent asset). The line of demarcation 
here is surely thin, and the example of a 
deferred charge given on page 80 of 
‘*Social Accounts,’’ viz., advertising, seems 
to fall within the definition of unexpired 
payment, ‘‘that part of an operating pay- 
ment the benefit for which will arise in 
the immediate future.’’ Is the basis of 
distinction immediacy ? 

On the question of depreciation, natural- 
ly Mr. Bray believes that social accounting 
necessitates accounting for fixed asset con- 
sumption in terms of real values. So also 
with accounting for inventory replacement 
—see particularly ‘‘Measurement,’’ pp. 66- 
76, and ‘‘Social Accounts,’’ Section VIII 
and Appendix I. But he recognizes the 
force of the argument that the accounting 
provision for depreciation, as a consumed 
cost, should be distinguished from the 
financial provision for additional cost of 
replacement. In the sector balance sheet 
(Section IX of ‘‘Social Accounts’’) the 
Depreciation and Replacement Fund com- 
prises two items: accumulated original cost 
allocations and replacement adjustments. 
In the Resting Account (see Appendix 
III) these two elements are both described 
as ‘‘provisions’’—a description which is 
not in accord with the recommendations of 
the council of the Institute of Chartered 
Accountants in England nor with the 
spirit ef the research bulletins of the 
American Institute of Accountants on de- 
preciation accounting. It may be noted 
also that the sector balance sheet shows 
fixed assets at cost plus replacement valua- 
tion adjustment on one side and the full 
Depreciation and Replacement Fund on 
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Book Reviews—continued 

the other. To the present reviewer it seems 
that this treatment results in aver-state- 
ment of both sides of the balance sheet and 
that, in effect, it assumes that ‘‘fixed’’ 
assets are maintained indefinitely at their 
full replacement value, regardless of their 
age and extent of physical deterioration 
through use. 

In the present state of accounting 
theory, differences of viewpoint must 
naturally produce differences of inter- 
pretation. Not the least valuable part of 
Mr. Bray’s work is the way in which these 
differences are brought under the search- 
light. One need not agree with everything 
that he advocatés in order thoroughly to 
admire his work; and, as he himself has 
said in a letter to the reviewer, only by 
criticising each other’s opinions and sug- 
gestions can we hope to make progress. 
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It would be a cliché to say that every ac- 
countant should study these two volumes. 
There are many who are so set in orthodox 
practices for the elder uses of accounting 
that it may be doubted whether they would 
be led even to consider any change in time- 
honoured practices. To such, the books will 
make little appeal. 

But there is a rapidly-growing realisa- 
tion that a new and vitally important use 
of accounting is being created. No account- 
ant who wishes to keep abreast of account- 
ancy development and no student who ex- 
pects to make accounting his life-work can 
afford to ignore the use of accounting in: 
economic studies. There could be no bet- 
ter way to begin to understand social ac- 
counting than by a thoughtful and open- 
minded study of these two books. 


A.A.F. 


Accounting (Part 1): RowLanp anp MaGee; Gee & Co. (Publishers) Ltd., Austral- 
asian Agents, The Law Book Co. of Australia Pty. Ltd. Pp. 388, price £1/3/6. 


For the past fifteen years this. most 
readable text-book, now in its 5th edition, 
has continued to provide an intelligent in- 
troduction to a subject that is too often 
presented ‘‘as a series of disconnected 
puzzles.’’ In this respect the first chapter 
is of outstanding merit. In it the account- 
ing problem is seen as a whole, the inter- 
relation of revenue statement and balance 
sheet is emphasised, and transactions are 
seen in their correct perspective: as they 
affect the final statements. From this in- 
troduction the ‘‘Theory of Double Entry”’ 
could have been expected to evolve rather 
effortlessly, but chapter 2 reverts to that 
older approach which gives prominence to 
the idea of debiting the receiver and 
crediting the giver. This rule, however, is 
more wisely used here than is usual, and is 
supported by many excellent teaching de- 
vices. But, as with the goods account and 
the warehouse account, it is one of the fea- 
tures that could well have been eliminated 
from a book intended for use at London 
University. That the exclusion of the 
older approach would have improved the 
book is clear from the closing pages of the 
chapter, where the original theme is de- 
veloped. It is an understanding of that 
theme which should go far towards giving 
students a ‘‘proper understanding of the 
Principles of accounting.’’ 


The book continues with some practical 
aspects of recording and the application of 
accounting principles to such special cases 
as partnerships, companies, branches, and 
consignments. Management accounting and 
some aspects of accounting theory are in- 
troduced in the remaining sections. 

This edition has been revised to accord 
with the recommendations of the Institute 
of Chartered Accountants in England and 
Wales and the requirements of the latest 
English Companies Act. This is evident 
from the chapter on joint stock companies, 
which should be read with discrimination 
by Australian students, and from some ex- 
cellent little chapters covering interpreta- 
tion of the balance sheet, profits available 
for dividend, and reserves. In these chap- 
ters the use of ‘‘provisions’’ is favoured, 
but, unfortunately, their use has not been 
illustrated in the earlier part of the book. 

The value of this text is enhanced by 
the provision of practice exercises. In this 
edition the number of examples has been 
doubled to provide the student with 100 
well-graded problems. 

Simplicity of presentation is a gift 
which the authors of this text undoubtedly 
possess, and this is one of the reasons why 
the book should continue to be of value to 
the not-too-young-beginner. 

W. J. STEWART. 
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The Law and Procedure at Meetings in Australia and New Zealand, by P. E. 
JosKE, K.C., M.A., LL.M. Second Edition, 1949. The Law Book Company of 


Australasia Pty. Ltd. (12/6). 


There is little doubt that the correct 
procedure to be adopted at meetings is a 
subject which intensely interests every per- 
son in the community. When it is con- 
sidered what a great number and variety 
‘of gatherings is included in the term 
‘‘meeting,’’ it is apparent that a very large 
portion of the waking hours of man is 
spent at these affairs. The conduct of 
unions, of businesses, of lodges, of associa- 
tions, and clubs is carried out at meetings; 
while church activities, politics, and, to a 
certain extent, the law itself are carried 
through on a procedure based on the rules 
of debate. 


It is no wonder, therefore, that a great 
need has been filled by this book. It is 
divided into two parts, the first dealing 
with meetings in general and the second 
with meetings of companies. Although the 


latter part is full of excellent material, its 


contents generally are familiar to the 
average accountant or secretary who has to 
earry out this procedure as part of his 
daily task. It is of interest to see some 
points cleared up which have been vague 
before. I refer to the days of notice re- 
quired for a special and extra-ordinary 
resolution. Mr. Joske quotes legal decisions 
stipulating that the fourteen or twenty- 
one days’ notice referred to in the Act are 
‘‘clear’’ days—that is, exclusive of the day 
of service and the day of meeting—and, 
furthermore, that the Articles cannot pro- 
vide otherwise. 


For years I have ‘been waiting for an 
author to provide actual examples of 


model resolutions for directors’ and com- 


pany meetings. Legal men on Boards of 
Directors particularly are so meticulous 
in their demands for correct wording by 
secretaries of resolutions on share trans- 
fers, dividends, adjournments, and even 
confirmation of minutes that Mr. Joske 
could have drawn on his fund of personal 
experience to provide some ‘‘perfect’’ 
resolutions. Who will tell us how to word 
a resolution correctly for a dividend partly 
taxable and partly exempt? Mr. Joske has 


informed us that South Australia and Tas- 
mania are the only States in which loose- 
leaf minute books are permitted. 


It is undoubtedly in the first part, under 
the heading ‘‘meetings in general,’’ that 
the general reader who is not a company 
secretary will find a wealth of information 
to be used by him as chairman, delegate, 
debator, or member of the public. As a 
matter of:fact, Mr. Joske’s points come so 
quickly and in such detail that I was 
tempted to criticise him for ‘‘overwhelm- 
ing’’ the reader with a mass of material 
until I noticed an excellent index which 
gives instant access to any conceivable 
issue likely to arise at a meeting. The book 
is in every sense an authoritative reference 
book. It is not a ‘‘chairman’s pocket 
guide”’ or a ‘‘secretary’s bible,’’ but rather 
a text to be referred to when information 
is required or a difficulty arises on points 
of legality or correct procedure. Examples 
of these are the situation which arises 
when the days of notice expire on Sunday 
(Chapter 3), and the confirmation of busi- 
ness conducted at a meeting without a 
quorum by a subsequent meeting at which 
there is a quorum (Chapter 4). 


The wealth of Mr. Joske’s research is 
amazing. His table of cases runs into hun- 
dreds, and every point is covered by the 
relative authority as a footnote on the same 
page. Oecasionally a whole section or 
chapter appears without any such ease ref- 
erences, and one wonders what this im- 
plies. Is it that the Courts have never been 
asked to deal with such problems, or is Mr. 
Joske giving us his own valuable personal 
opinion? One such chapter is that relating 
to minutes, which, with the exception of 
cases dealing with minute books, has no 
ease references. In a glance through the 
chapter looking for contentious points, one 
notices the old question of the rescission of 
a previous decision recorded in_ the 
minutes. Surely that must have been tested 
in the courts on dozens of occasions! | 
wonder if anyone has attempted to justify 
in court the rescission or expunging of 4 


(Continued on page 281) 
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minute, which we secretaries claim is not 
possible because a minute is a correct 
record of proceedings. Mr. Joske simply 
explains that minutes should not be al- 
tered once they are signed. 
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We congratulate the author upon an ex- 
cellent reference book which should be in 
the hands of all chairmen and secretaries 
of meetings to guard against problems aris- 
ing. 

A. J. GAIRNS. 


REGISTRATION OF ACCOUNTANTS 


(A statement by the President of the Commonwealth Institute of Accowntants) 


General Council of the Commonwealth 
Institute of Accountants is of the firm 
opinion that registration of accountants is 
desirable in the public interest and as a 
means of safeguarding and improving the 
status of the properly qualified accountant. 

Accountants conduct the practice of 
their profession in three main spheres: 

(a) Public practice ; 

(b) As employees of business organisa- 
tions engaged in commerce and in- 
dustry ; and 

(ec) As employees of government and 
semi-government departments and 
undertakings. 

General Council holds the view that any 
basic concept of the accountancy profession 
must necessarily comprehend both its prac- 
tising and non-practising members. This 
view has -been established and accepted in 
other professions, such as medicine and 
law. 

Based on the considerations expressed in 
the preceding paragraph, General Council 
has taken a stand that it will vigorously 
oppose any attempt to effect registration on 
a basis which excludes the non-practising 
accountant. 

General Council considers that a compre- 
hensive system of registering accountants 
is essential because it will, or should, pro- 
vide: 

a) For the establishment of an official 
register which will enable the public 
and the employer to distinguish be- 
tween the properly qualified, the 
pseudo-qualified, and the unqualified 
accountant. 


(b) For self-government of the profes- 

sion by its own members on the basis 
of recognised ~and accepted stan- 
dards of educational qualification, 
technical competence, and ethical 
behaviour. 
A restraint on the most undesirable 
policy which has been followed by 
some State Governments of pursu- 
ing systems of registration which 
have been both damaging to the 
prestige of the recognised account- 
ancy institutes, and which have 
sought to impose rigid government 
control over matters which are pecu- 
liarly the affairs of the accountancy 
profession. 

(d) For uniformity of registration re- 
quirements throughout the various 
States of Australia. 


General Council further considers that 
non-practising as well as practising mem- 
bers must be included on the offieial regis- 
ter for the following reasons: 

(a) The non-practising accountant is en- 
titled to the same degree of public 
recognition and professional status 
as the accountant in practice. His 
place and importance in commerce 
and industry and in the service of 
governments has been established 
beyond question. Professional quali- 
fication and standards of compet- 
ence are just as important to him 
and to his employer as to the prac- 
tising member and the public which 
he serves. 
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(b) The non - practising accountant 
should be obliged to conform to the 
same measure of professional dis- 
cipline based on ethical standards as 
the accountant in practice. 

General Council believes that full pro- 
fessional status for the Australian account- 
ant cannot be achieved on the reputation 
of a few of the major institutes. The pub- 
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the status and importance of the estab- 
lished accountancy institutes, all of which 
would take their part in controlling and 
policing the administration of the official 
register. Entry on the register would be 
effected only through membership of the 
approved institutes. 

Registration of accountants by the Com- 
monwealth would provide the ideal solu- 
tion, but, as this appears to be impractic- 
able because of legislative difficulties, Gen- 























eral Council is seeking registration by the 
respective States on a uniform basis. 
The ‘‘Case for Registration,’’ which has 
been prepared for the information of mem- 
bers and as a basis for discussion with 
other bodies and with Government authori- 
ties, will appear in our August issue. 





lic is not in a position to distinguish those 
institutes which impose high standards of 
qualification and ethical coritrol from those 
which do not. 

General Council considers that a com- 
prehensive scheme of registration is the 
only means available which will preserve 
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Edited by 
J. M. GREENWOOD, LL.B., F.I.C.A. 


EXECUTION CREDITOR’S RIGHT TO RETAIN BENEFITS OF 
EXECUTION AFTER LIQUIDATION OF COMPANY 


Section 301(1) of the N.S.W. Com- 
panies Act contains provisions to the effect 
that where a creditor has issued execution 
against the property of a company, and 
the company is subsequently wound up, 
he shall not be entitled to retain the benefit 
of the execution against the liquidator, un- 
less he has completed the execution before 
the commencement of the winding up. 
(Fed. Ord. s. 302; Vie. Act, s. 269; Qld. 
Act, s. 278; S.A. Act, s. 284; W.A. Act, 
s. 277.) 

Under similar provisions contained in 
s. 211 of the English Companies (Consoli- 
dation) Act, 1908 (see now 1948 Act, 
s. 325) it was held by the Court of Appeal 
that the plaintiff ought not to be prevented 


from proceeding with his execution where 
a postponement of execution had been 
caused by a trick on the part of the de- 


fendant company. (Armorduct Manufac- 
turing Co. Ltd. v. General Incandescent 
Co. Ltd., [1911] 2 K.B. 143.) 


The English Companies Act of 1948 
added a proviso (s. 325 (1)(c)) that ‘‘the 
rights conferred by this sub-section on the 
liquidator may be set aside by the Court 
in favour of the ereditor to such extent 
and subject to such terms as the Court 
may think fit.’’ A case recently decided 


under this proviso shows the extent of the 
benefit to execution creditors. B.I. Ltd. 
carries on business as metal merchants and 
had paid to G.M. Co. Ltd. considerable 
sums in respect of goods to be delivered. - 
The latter company failed to deliver goods 
to the value of £1,268/13/9. On November 
23, 1948, B.I. Ltd. obtained judgment 
against G.M. Co. Ltd. and on November 25, 
a writ of fieri facias was issued. Between 
December 3 and December 17, certain 
representations were made in good faith 
by G.M. Co. Ltd. which induced B.I. Ltd. 
to delay execution, and on January 17, 
1949, when an order for the compulsory 
winding up of G.M. Co. Ltd. was made, the 
execution had not been completed. 

B.I. Ltd. applied under para. (c) to 
have the rights of the liquidator set aside 
in their favour. It was found as a fact 
that the representations of G.M. Co. Ltd. 
which induced B.I. Ltd. to delay execution 
had not been in any way dishonest or im- 
proper. Held: that the Court had juris- 
diction to make the order asked for, the 
jurisdiction not being limited, as it prob- 
ably was before the Act of 1948, to cases 
in which there had been dishonesty or 
trickery on the part of the debtor com- 
pany. (Re Grosvenor Metal Co. Ltd., 
[1949] 2 All E.R. 948.) 


SHOPKEEPER’S LIABILITY TO SWEEP THE FLOORS 


The plaintiff was shopping in the de- 
fendants’ shop at a time when there were 
only a few other customers there, and she 
slipped on a piece of vegetable matter, fell, 
and was injured. 

Held: it was the duty of the defendants 
to see that the floors of the shops were kept 
reasonably safe for the use of customers; 
in the present case the piece of vegetable 
matter was an unusual danger and the 
burden was on the defendants either to 
explain how it came to be on the floor or 


to adduce evidence to show that reasonable 
steps had been taken to avoid the acci- 
dent; that burden had not been dis- 
charged; and, therefore, the defendants 
were liable in negligence to the plaintiff. 

Per Lord Goddard, C.J.: Assistants can- 
not be expected to walk behind each cus- 
tomer to sweep up anything that he or she 
may drop, and if this accident had hap- 
pened at a very, busy time when the shop 
was crowded with people J can well under- 
stand that it would be difficult to say that 
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the defendants were negligent because 
something had got on the floor which they 
may net have had the opportunity of 
sweeping up. Here, however, I think that 
there is a burden thrown on the defend- 


ENLARGED JURISDICTION 


‘By Act No. 44, 1949, proclaimed to 
commence on 13th February, 1950, the 
common law jurisdiction of the District 
Courts—a purely statutory jurisdicton— 
is extended to a maximum sum of £1,000 
where it was previously £400. This is a 
timely recognition of the decline in the 
relative value of our currency since the 
District Courts Act was passed in 1912. 
It should mean cheaper and more expe- 
ditious decisions in certain actions which 
formerly would have had to be brought 
in the Supreme Court. 

The Act also contains an innovation in 
giving the District Courts a limited 
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ants either of explaining how this thing 
got on the floor or giving me far more 
evidence than they have as to the state of 
the floor and the watch that was kept on it 
immediately before the accident. (Turner 
v. Arding & Hobbs, Ltd., [1949] 2 All 
E.R. 911.) 


OF N.S.W. DISTRICT COURTS 


equity jurisdiction. Up to £500 they may 
hear actions for foreclosure or redemp- 
tion of mortgage, specific performance, 
rectification of agreements for sale or 
leases of property, applications for in- 
creased benefits under the Testator’s 
Family Maintenance and Guardianship of 
Infants Act, 1916, relief against fraud or 
mistake, execution or declaration of trusts, 
and the administration of estates of de- 
ceased persons. 


Increased power is also given to deal 


with questions of fact under the Matri- 
monial Causes Act, 1899. 





TIME IS MY ESTATE 


An Italian philosopher expressed in his motto that time was his estate; an 
estate, indeed, which will produce nothing without cultivation, but will always 
abundantly repay the labours of industry and satisfy the most extensive desires, if 
no part of it be suffered to lye waste by negligence, to be overrun with noxious 
plants, or laid out for show rather than for use—The Rambler, No. 109, 30th 


March, 1751. 
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THE TAXATION OF LEASES 


by 


‘*ScripTor’’ 
PART II 


Ref. Division 4 (ss. 83-89) of the Commonwealth Income Tax Assessment Act 
1936-49, referred to herein as ‘‘the Act.’’ 


B.—Position of taxpayer paying a 
premium. 


The position of a taxpayer paying a pre- 
mium is set out in s. 85 of the Act. The 
position is different from that of the re- 
cipient of a premium because the deduc- 
tion is dealt with in instalments over the 
term of the lease—not in the year of the 
transaction as is the case with receipts: 

(i) Where a taxpayer pays a premium 

for the lease of premises used for 
the production of assesable income 
he is allowed a deduction of the 
proportionate part of the premium 
during each year of the lease’s 
term. 


Example: B pays a £10,000 pre- 
mium for a ten years’ lease of a 
factory. He will therefore be al- 
lowed an annual deduction of 
£1,000 from the income earned in 
his factory. 


(ii) When a premium is paid in instal- 


ments each payment is treated as 
a separate premium and the sink- 
ing fund deduction calculated 
accordingly. 

Example: B obtains the lease of 
a factory for a period of six years 
from Ist July, 1942. The premium 
payable is £3,000 on that date and 
£5,000 on Ist July, 1943. B’s taxa- 
tion position is as follows: 


Year ended 30th June, 1943. 


3,000 


Premium £3,000 for six years’ lease —= ——— = £500 deductible. 


6 
Year ended 30th June, 1944. 
3,000 


Premium £3,000 for six years’ lease 


Premium £5,000 for five years unexpired = 


Total annual deduction for remainder of lease 


_The position is the same when the con- 
sideration for the grant of the lease is in 


the form of improvements erected on the - 


premises to which the lessee has no tenant- 
rights. The cost of the improvements is 
spread over the remaining term of the 
lease and a proportionate part is allowed 
as a deduction in each year. 

Before this deduction will be allowed, 
however, the improvements must fulfil cer- 
tain conditions. These are: 


(i) 


(ii) 


(iii) 


6 


5,000 

= £1,000 
5 

£1,500 


The improvements must have been 


made under the terms of the lease 
agreement; or 


Must have been made with the con- 
sent of the lessor given in writing. 


Must be such that the lessee has no 
tenant rights in them; that is, the 
lessee has no right to be compen- 
sated for their cost when the lease 
expires. 
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Improvements which satisfy these con- 
ditions are usually referred to as ‘‘coven- 
anted improvements’’; those not satisfying 
these conditions ‘‘uncovenanted improve- 
ment.’’ They are referred to in this man- 
ner hereafter. 

It should be noted concerning these con- 
ditions that the total deduction allowed 
must not exceed the amount named in the 
lease agreement or the letter containing 
the lessor’s approval. 


C.—Deductions allowable on the 
assignment of a lease. 


By s. 88 a taxpayer is entitled to a sink- 
ing fund deduction spread over the term 
of the lease of the premium paid by him 
for the grant or assignment of the lease 
and the cost of any covenanted improve- 
ments made by him to the leasehold 
premises. Section 85 provides that where 
a premium is received for the assignment 
or surrender of a lease, the transferror 
can claim as a deduction the amount of 
premium and cost of improvements which 
have not been recouped under s. 88. The 
following example illustrates the working 
of the provisions of this section. 

A acquires the lease of a factory on 1st 
July, 1943, for ten years, the premium 
payable being £10,000. On Ist July, 1945, 
he assigns the lease on receipt of a pre- 


Premium received 


Less (a) Cost of covenanted improvements . 
Sinking fund deductions allowed in 1944 


and 1945 
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mium of £9,000. A has been receiving an 
annual deduction under s. 88 of— 


He is assessable on the £9,000 premium. 
Premium received ™ £9,000 
Less cost of lease .. £10,000 
Less sinking fund deduc- 

tion allowed in 1944 
and 1945.. 2,000 
8,000 


£1,000 


= 


Net premium 


Although s. 88 provides for a sinking 
fund allowance of covenanted improve- 
ments, s. 85 states that a taxpayer can de- 
duct the cost of any improvements to the 
extent that they have not been allowed as 
a deduction in his assessments. 

Example: A grants to B the lease of a 
factory on 1st July, 1942 for ten years, no 
premium is payable. The lease provides 
for the erection of improvements costing . 
£9,000 to which B has no tenant rights. 
The improvements are completed on Ist 
July, 1943. B also completes on that date 
uncovenanted improvements costing £1,000. 
On Ist July, 1945, B assigns his lease to 
C for £7,000. B is assessable on the £7,000 
less the deductions allowed by s. 85 as 
follows : 


£7,000 
£9,000 


2,000 


7,000 


(b) Cost of uncovenanted improvements for 


which no sinking fund deduction allowed 


Net Loss 


This loss is deductible*from any other 
income B might receive. 

A person who has succeeded to the 
rights under a lease agreement upon the 
death of the previous holder is entitled, 
on the assignment of the lease, to the same 
deductions as the deceased would have 
been had he lived and the premium in- 
cluded in his assessable income. 


1,000 
8,000 


£1,000 


Example: A grants B a lease for ten 
years from Ist July, 1937, the premium 
being £6,000. On Ist July, 1939, B dies 
and leaves the whole of his property to 
his wife. On Ist July, 1943, Mrs. B as- 
signed the lease to C for a premium of 
£4,000. Mrs. B’s assessable income will 
therefore be: 
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Premium 
Less premium paid by B 


The Australian Accountant 


Minus sinking fund deductions— 


Received by B; two years at £600. 


£1,200 


Received by Mrs. B; four years at 


£600. . 7 


Net Premium .. 


D.—-surrender of leases. 

We have already seen that on the sur- 
render of a lease the premium may pass 
either from lessee to lessor or from lessor 
to lessee. Whichever way it passes, the 
recipient is assessable on it, but we must 
have regard to the application of s. 86 to 
the receipt by a taxpayer of a premium in 
consideration of the surrender of a lease. 

In the definition of ‘‘term of the lease’’ 
in s. 83 (1) of the Act we find that the 
term means ‘‘where the premium is re- 
ceived for or in connection With the sur- 
render of a lease, the length of time which 
the lease would have had to run at the date 
of such receipt if it had not been sur- 
rendered.’’ 

To illustrate the application of this sec- 
tion to premiums received on the surrender 
of a lease assume these facts. 

On Ist July, 1945, A grants B a lease 
of premises for ten years, premium pay- 
able £8,000 and in addition an annual 
rental of £500. On 30th June, 1948, B 
obtains a release from the agreement on 
payment to A of £2,000. A has other in- 
come from property (excluding the ren- 
tal) of £1,000; he is not entitled to any 
deductions. 

A’s taxable income for the year ended 
30th June, 1948, will be: 


‘ental from leased premises .. 
Other income from property. . 
Lease premium 


£500 
1,000 
2,000 


Section 86 will apply and A will be 
taxed on £3,500 at the rate applicable to 
an income from property equal to the 
notional income ascertained by applying 
the formula appropriate when the taxable 


income is greater than the lease premium. 
A’s notional income will therefore be: 
Other income a £1,500 
2,000 
Lease Premium : “wd 571 
34 
£2,071 


The rate applicable to A’s income of 
£3,500 will be that applied to an income 
from property of £2,071. 

In applying this formula the lease pre- 
mium is divided by half the number of 
years (or one twenty-fourth the number 
of complete months) which the lease still 
had to run at the date of surrender. 

If A had been the lessee the formula 
would have been applied in exactly the 
same way. 

We must now consider the position of 
the person paying the premium, and see 
what deductions are allowable in respect of 
such payment. 

(i) Where premium is paid by lessee 
to lessor. 

A lessee paying a premium to secure his 
release from the obligations under a lease 
agreement obtains no deduction for the 
amount so paid. The reason is that the 
lessee, by giving up the premises, is no 
longer using them for the production of 
assessable income, and hence the premium 
paid for the surrender will not satisfy the 
requirements of s. 51 of the Act. 

(ii) Where premium paid by lessor 
to lessee. 

1. Position of Lessee.—A lessee who re- 
ceives a premium from the lessor and sur- 
renders a lease is entitled to deduct from 
the premium received the unrecouped por- 
tion of the premium he paid plus any im- 
provements which have not been allowed. 














4s 
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Example: A grants a lease to B on Ist 
July, 1939, for a period of ten years. Pre- 


B is assessable on the premium 


Less original premium paid to A. 
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mium payable £15,000. On Ist July, 1943, 
A induces B to surrender the lease in re- 
turn for a payment of £10,000. 


- £10,000 
. £15,000 


Minus ‘allowances received in previous assess- 


ments, 4 < 1,500 


Net premium 


2. Position of Lessor.—The position of 
the lessor who pays a premium to secure 
the surrender of a lease differs according 
to the use to which he puts the premises. 
If he enters into a new lease agreement in 
respect of the premises and receives a pre- 
mium in consideration thereof he will be 
allowed to deduct the premium paid from 
the premium he now receives. On the other 
hand, if he uses the premises to produce 
an assessable income either by letting it for 
a periodical rental or by conducting a 
business, he will be allowed a sinking fund 
deduction of the premium paid to secure 
the surrender spread over the remaining 
term of the old lease. Note particularly 
that the sinking fund deduction is spread 
over the unexpired term of the lease which 
has been surrendered. 

These two cases are illustrated by the 
following examples: 

(a) A grants B a lease of a shop for 
ten years from Ist July, 1941, premium is 
£6,000. In 1943 C approaches A and offers 
to take a ten years’ lease and pay a pre- 
mium of £8,000. On Ist July, 1943, A pays 
B £5,000 to surrender the lease and the 
new contract is entered into with C. The 
taxation position of A and B is as follows: 


A. 











Premium received from C £8,000 
Premium paid to B to sur- 
render lease 5,000 
Net premium.. £3,000 
B. 
Premium received to 
surrender lease £5,000 


Less original premium 
paid to A . £6,000 





Carried Forward £6,000 £5,000 














Brought Forward £6,000 £5,000 








Sinking fund deduc- 
tion allowed 1,200 
: 4,800 
Net premium... .. £200 


(b) B obtains the lease of a factory 
from A for a period of ten years from the 
Ist July, 1942, at an annual rental of 
£1,000. No premium is payable. C offers 
A a rental of £1,500 for the factory for a 
term of 12 years and A induces B to sur- 
render his lease in return for a premium 
of £2,400. The new lease is entered into 
on Ist July, 1944. 

A can,claim a deduction of the £2,400 
spread over the remainder of the term of 
the surrendered lease, not the term of the 
new lease. A’s taxation position for the 
year ended 30th June, 1945, will be: 


Rental received from CC .. £1,500 
Deduct portion of premium 

2,400 
300 





paid to B: 
8 





£1,200 
E.—Leases from the Crown of land used 
for primary production. 

These are dealt with in s. 88A of the 
Act. It specifies that in leases of this 
nature the provisions of— 

s.84 (Premium to be included in as- 
sessable income), 

s.85 (Deductions on assignment), 

s. 86 (Concessional rate of tax), 

s.87 (Value of improvements to be 
included in income), 

s.88 (Deduction to lessee for im- 
provements and premiums), 

shall not apply. 
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Briefly the provisions of this section are: 

(a) Leases assigned prior to the opera- 
tion of the present Act will be 
taxed according to the provisions of 
the previous Act. 
Under the present Act, such leases 
are to be treated in the same way as 
freeholds; that is, the sum paid for 
such a lease is not an allowable de- 
duction and any premium received 
on assignment is not to be included 
in assessable income. There is one 


proviso to this (sub-s. 3) namely, 


Example: 


Crown lease sold 30th June, 1938 


Less expenses of sale 


Less amount paid for lease on 1/6, 1927 


with 25 years to run .. 
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that where in the past any deduc- 
tion in regard to the purchase price 
has been allowed, then on the sale 
of the lease, the premium will be 
taxable to the extent of those de- 
ductions. If the consideration is re- 
ceived in one year, then the assess- 
able amount will be included in that 
year. If, however, the assessable 
amount is received in instalments 
in two or more years, such amounts 
will be included, pro rata, in the 
assessable income of the years in 
which the instalments are received. 


£15,000 
£500 


. £10,000 


Less deductions allowed in previous assess- 


ments (1928-36), 
per annum 


Profit 


Of this profit, £3,200 is taxable, i.e., de- 
ductions allowed in previous assessments. 
If the amount of the profit had been less 
than the allowances (£3,200), then only 
that amount would have been taxable. 

Sub-sections 4 and 5 provide for the 
taxpayer who, prior to Ist January, 1937, 
purchases a lease or incurs expenditure 
on improvements, not subject to tenant 
rights, on leasehold land. Under these 
sub-sections a proportionate deduction will 
be allowed annually in respect of the ex- 
penditure incurred by him either in pur- 


eight years at £400 


3,200 
6,800 
— 7,300 


£7, 700 


chasing the lease or in effecting improve- 
ments to the land. 

Leasehold transactions entered into 
after lst January, 1937 will not be sub- 
ject to the provisions of these sub-sections. 

Sub-section (6) provides for the case of 
the taxpayer or taxpayers who succeed to 
a leasehold estate upon the death of an- 
other person. The provision is that the 
beneficiary will be assessed on the same 
amount and entitled to the same deduc- 
tions as the deceased person would have 
been had he lived. 
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Johnson and the Scot 


In common with many Englishmen of 
the time, Dr. Johnson vented a good deal 
of caustic wit on the Scots. Nevertheless, 
in Johnson’s case, the reports of his aver- 
sion are somewhat exaggerated. As to the 
country, he observed to Mrs. Thrale, ‘‘See- 
ing Scotland, Madam, is only seeing a 
worse England. It is seeing the flower 
gradually fade away to the naked stalk.’’ 
When Boswell once said, ‘‘Sometimes I 
have been in the humour of wishing to 
retire to a desart,’’ Johnson retorted: 
‘‘Sir, you have desart enough in Scot- 
land.’’ When Boswell pointed out that 
England was obliged to Scotland for gar- 
deners, almost ‘all the good gardeners in 
England being Scots, Johnson replied, 
‘‘Why, Sir, that is because gardening is 
much more necesary amongst you than 
with us, which makes so many of your 
people learn it. It is all gardening with 
you. Things which grow wild here, must 
be cultivated with great care in Seotland.’’ 

As to the Scottish people, one reason for 
Johnson’s prejudice against them was 
their ‘‘extreme nationality.’’ In this re- 
spect he much preferred the Irish. ‘‘The 
Irish mix better with the English than the 
Scotch do; their language is nearer to 
English ; as a proof of which, they succeed 
very well as players, which Scotchmen do 
not. Then, Sir, they have not that extreme 
nationality which we find in the Scotch. 
I will do you, Boswell, the justice to say 
that you are the most unscottified of your 
countrymen. You are almost the only in- 
stance of a Scotchman that I have known, 
who did not at every other sentence bring 
in some other Scotchman.’’ On another 
occasion Boswell unsuccessfully tried to 
persuade Johnson to visit Ireland. Bos- 
well: ‘‘Is not the Giant’s Causeway worth 
seeing?’’ Johnson: ‘‘Worth seeing? Yes; 
but not worth going to see.’’ Boswell then 
goes on to say, ‘‘Yet he (Johnson) had a 
kindness for the Irish nation, and thus 
generously expressed himself to a gentle- 


man from that country, on the subject of a 
union, which artful policiticians have often 
had in view: ‘‘Do not make a union with 
us, Sir. We should unite with you, only 
to rob you. We should have robbed the 
Seotch, if they had had any thing of which 
we could have robbed them.”’ 

Here are Boswell’s views on this sub- 
ject: ‘‘That he (Johnson) was to some de- 
gree of excess a true-born Englishman so 
as to have entertained an undue prejudice 
against both the country and the people of 
Scotland, must be allowed. But it was a 
prejudice of the head and not of the heart. 
He had no ill-will to the Seotch. .. .”’ 

Later, Boswell records that Johnson ex- 
pressed to a friend his wonder. at the ex- 
treme jealousy of the Scotch, and the re- 
sentment at having their country described 
by him as it really was; when, to say that 
it was a country as good as England, 
would have been a gross falsehood. ‘‘ None 
of us (said Johnson) would be offended if 
a foreigner who has travelled here should 
say that vines and olives don’t grow in 
England.’’ Boswell goes on to say, ‘‘ And 
as to his (Johnson’s) prejudice against the 
Scotch, which I always ascribed to that 
nationality which he observed in them, 
Johnson said to the same _ gentleman, 
‘When I find a Scotchman to whom an 
Englishman is as a Scotchman, that Scotch- 
man shall be as an Englishman to me.’ ”’ 

The explanation of the former English 
prejudice against the Scots is simple, 
‘“‘The hungry generations tread _ thee 
down.’’ In a poor country with a harsh 
climate, its people are forced to acquire the 
habits of industry and frugality. When 
such a race migrates to softer climes, it is 
inevitable that those habits will find their 
reward in prosperity. It is also inevitable 
that where the invasion is in force, the 
invaded peoples will strongly react. To the 
easy-going Englishman the industry of the 
Seot became a token of greed; his frugality 
was mistaken for meanness. There was 4 
further and special cause of irritation. 
The success of the Scot in England seemed 
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more than commensurate with his gifts. 
The Scot rarely possesses a first-rate brain. 
But he makes the most of his talents and 
in an organized society those talents, re- 
enforced by industry and honesty, soon 
find a lucrative outlet. 


I have traced the invasion of England 
by the Scot as far back as the beginning 
of the sixteenth century. Andrew Boorde, 
born in the latter years of the fifteenth 
century, was a Carthusian monk who be- 
came a physician. His medical attainments 
procured him dispensations which enabled 
him to travel for study. In 1536 we find 
him in ‘‘Skotland, in a lyttle unyversyte 
or study named Glasco, where I study and 
practyce physyk, for ye sustentacyon off 
my lyving.’’ But though a doctor to the 
outward eye he was also in Scotland as a 
spy for England, and he writes to say that 
there are in this country many adversaries 
of the King of England, Henry VIII, 
speaking of him many ‘‘parlyous wordes.”’ 
He is passing himself for a Scot and has 
gotten to know all their minds and 
“shortly to conclude, trust you no Skott.’’ 
Even at that time the invader is-making 
his way to England and to wealth. Boorde 
exclaims, ‘‘Would to Jesu, that you had 
never an alien in your realme, specyally 
Skottes, for I never knew alien goode to 
Ynglande, esceppt they knew profytt and 
lucre should come to them.”’ 

The prejudice against the Scot lasted 
long after Johnson’s time. We find in 
Thomas Love Peacock a strong attacker 
of the Scottish nation. In Crochet Castle, 
written in 1831, he depicts Ebenezer Mac- 
Crochet as the London-born offspring of 
a worthy native of the ‘‘north countrie’’ 
who had walked up to London on a com- 
mercial adventure, with all his surplus 
capital, not very neatly tied up in a not 
very clean handkerchief, suspended over 
his shoulder from the end of a hooked 
stick; and who, after having worked him- 
self a step or two up the ladder of life, had 
won the virgin heart of the only daughter 
of a highly respectable merchant of Duke’s 
Place. With her he inherited the honest 
fruits of a long series of ingenious deal- 
ings. Mr. MacCrochet had derived from 
his mother the instinct and from his Scot- 
tish father ‘‘the radical principle, of en- 
riching himself at the expense of the rest 
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of mankind, by all the recognized modes of 
accumulation on the windy side of the law. 
... It is said that a Scotchman returning 
home, after some years’ residence in Eng- 
land, being asked what he thought of the 
English, answered: ‘They hanna ower 
muckle sense, but they are an unco braw 
people to live amang’; which would be a 
very good story, if it were not rendered 
apocryphal by the incredible circumstance 
of the Scotchman going back.’’ The son 
did not ‘‘go back.’’ He married an 
English christian and changed his name to 
E. M. Crochet. 


The reference to the ‘‘not very clean 
handkerchiefs’’ gives rise to another specu- 
lation. It is possible that the eighteenth 
century prejudice against the Scots was 
due to the fact that the Scots were very 
dirty people. To us, today, both the 
Englishman and the Scot of the eighteenth 
century were filthy. No matter how much 
you immerse yourself in the literature of 
the century, no matter how much you cap- 
ture the spirit of the times, there is an 
insuperable physical barrier between you 
and them—that barrier is the bathroom. 

But dirt is a relative thing. If the 
Englishman of yesterday would seem ripe 
to us today, so also was a Scotchman of 
yesterday ‘‘on the nose’’ to a contempor- 
aneous Englishman. 

Marked as were the differences between 
the English and the Scottish, still more so 
were the differences between the Lowland 
Seottish and the Highlanders. To a Low- 
lander of the early eighteenth century the 
Highlander was a filthy savage, a cut- 
throat and a thief. The following is a com- 
paratively mild example of the literature 
of the time: ‘‘The Highlanders of Scot- 
land are a sort of wretches that have no 
other consideration of honour, friendship, 
obedience, or government, than as, by any 
alteration of affairs or revolution in the 
government, they can improve to’ them- 
selves an opportunity of robbing or plun- 
dering their bordering neighbours.’’ (A 
History of the Revolution in Scotland, 
printed in Edinburgh, 1690.) 

Here is Macaulay’s description of a 
Highland home. ‘‘In many dwellings the 
furniture, the food, the clothing, nay the 
very hair and skin of his (the traveller’s) 
hosts, would have put his philosophy to the 
proof. His lodging would sometimes have 
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been in a hut of which every nook would 
have swarmed with vermin. He would 
have inhaled an atmosphere thiek with 
peat smoke, and foul with a hundred noi- 
some exhalations. At supper, grain fit only 
for horses would have been set before him, 
accompanied by a cake of blood drawn 
from living cows. Some of the company 
with which he would have feasted would 
have been covered with cutaneous erup- 
tions, and others would have been smeared 
with tar like sheep. His couch would have 
been the bare earth, dry or wet as the 
weather might be; and from that couch 
hé would have risen half poisoned with 
stench, half blind with the reek of turf, 
and half mad with the itch.’’ 

I have had the itch (scabies to you), but 
was quickly cured with the modern treat- 
ment of boiling yourself and applying sul- 
phur ointment to the opened pores of the 
skin. A Highland doctor told me that tar 
was a very good remedy for the itch, but 
he didn’t appear to me to be much of a 
doctor, so I pass his opinion on for what it 
is worth. As to Macaulay’s description of 
the food, I consider it to be a lie, for the 
finest food I have ever eaten was in the 
Highlands, and I don’t believe there could 
have been such a change in two hundred 
years in a countryside that changes but 
slowly. As to dirt, I still hold that the 
necessity for bathing in unseasonable 
weather is a matter of opinion. As for the 
peat fire, I have sat in front of them till 
the knees of my trousers turned green, 
and for me it is the pleasantest fireside in 
all the world. Moreover, the ‘‘reek of 
turf’’ plays an important part in the 
health of the Highlands. The milking 
cattle there are riddled with tuberculosis 
owing to the failure of the English to pass 
proper herd-testing laws. As a _ conse- 
quence, consumption is vife among the 
Highland population. In the summer it is 
checked by work in the open air. In win- 
ter, however, the crofters herd together in 
rooms sealed against the cold. The mem- 
bers of a family would infect one another 
and the countryside would soon be deci- 
mated but for the fact that the peat smoke 
acts as a strong disinfectant and keeps the 
population alive. Startling proof of this is 
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to be found in the island of Lewes, the 
home of the Harris tweed. There, a new- 
style house was built with all ‘‘mod. cons.” 
Denied the reek of the turf the whole” 
family that occupied it died rapidly of” 
tuberculosis. Since then it has stood un- 
tenanted, with food and eating utensils 
still laid out on the table. It is preserved 
as a gruesome reminder of the dangers of 
the South. No crofter will enter that 
place of death. 

Before saying good-bye to Lewes, let me 
‘*stuff the record,’’ as the lawyers say, _ 
with one of its stories. The druggist 
(chemist to you) at Stornoway, its capital, 
sent his son to Aberdeen to be a doctor, 
After qualifying the son returned to hig 
native isle. He noticed that on every oe-¥ 
easion his father handed a patient a bottle 
of medicine, the old man directed that] 
when the bottle was empty it was to be¥ 
brought back with a specimen of the cus-} 
tomer’s urine in it, so that he would be¥ 
able to tell whether the treatment had 
been effective. On questioning his father 
as to what seemed to be a piece of charla-§ 
tanism, the old man replied, ‘‘Son, when§ 
you have been here long enough you'll 
know it’s the only way to get your bottle § 
back.’’ 

Apart 


mundane 
things there is no region in the world 
where may be found such a high propor. 
tion of gentlemen as in the Highlands of 


from all these petty 


Seotland. Even Macaulay was forced tog 
make this admission: ‘‘A gentleman of 
Skye or Lochaber, whose clothes were be-¥ 
grimed with the accumulated filth of years, 
and whose hovel smelt worse than am 
English hogstye, would often do they 
honours of that hovel with a lofty cour 
tesy worthy of the splendid circle off 
Versailles.’’ q 

So that my claim for the Highlander 
shall not be misunderstood, I append 
Thackeray’s description of a gentlemaniy 
‘‘Men whose aims are generous, whose) 
truth is constant, and not only constant i 
its kind but elevated in its degree; whos 
want of meanness makes them simple ; wit 
ean look the world honestly in the faeg 
with an equal manly sympathy for thé 
great and the small.’’ (Vanity Fair, 
LXII.) 











